


FOREWORD 

The Federal Highway Administration (FHWA) is interested in ensuring that State transportation 

departments select contractors that can complete projects cost-effectively. One potential method 

to help select qualified contractors is to use a performance-based contractor prequalification 

process. FHWA commissioned this study to evaluate the wisdom of expanding the use of this 

process. This report presents the results of this study, which examined relevant literature, 

evaluated the benefits and costs of performance bonds and performance-based contractor 

prequalification, and recommended a model performance-based prequalification approach. 
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EXECUTIVE SUMMARY  

State transportation departments rely on private industry construction contractors to build, 

rehabilitate, and replace their infrastructure assets. The Federal Highway Administration 

(FHWA) is interested in providing guidance that State transportation departments can use to 

select contractors that can complete projects cost-effectively. One potential method to help select 

qualified contractors is to use a performance-based contractor prequalification process. FHWA 

commissioned this study to evaluate the wisdom of expanding the use of this process. This report 

presents the results of this study, which examined relevant literature, evaluated the benefits and 

costs of performance bonds and performance-based contractor prequalification, and 

recommended a model performance-based prequalification approach. 

The literature review assessed current performance-based prequalification program components, 

adjusting bidding and bonding capacity, and barriers to implementation. Several conclusions 

regarding current prequalification practices emerged from this review: 

¶ Three levels of contract prequalification are currently in use: administrative, 

performance-based, and project-specific. 

¶ State transportation departments generally use three approaches for performance 

bonding: they bond the entire contract value, bond a portion of the contract value, or do 

not require performance bonds. 

¶ Neither State transportation department personnel nor contractors consider the ability to 

secure a performance bond a reliable indicator of a contractorôs qualification to perform 

high-quality work; rather, they view a contractorôs past performance as such an indicator. 

The study team conducted three outreach efforts to obtain feedback from the major parties 

involved in the use of construction contract performance bonds. Representative State 

transportation departments and their contractors completed surveys tailored to each group, while 

the Surety and Fidelity Association of America (SFAA) and several surety industry 

representatives participated in interviews. Following are conclusions on contractor and State 

transportation department views of the potential benefits and the structure of performance-based 

contractor prequalification: 

¶ Both contractors and State transportation departments feel that a performance-based 

contractor prequalification process has the potential to improve overall project 

performance. 

¶ Contractors and State transportation departments rate the evaluation of ñcorporate 

qualificationsò (i.e., qualifications that relate to a contractorôs experience and 

qualifications) more highly (in terms of its ability to drive project success) than they rate 

the evaluation of a contractorôs programs, such as quality management or safety. 

¶ Contractors and State transportation departments also believe that past performance, 

relevant experience, illegal behavior, personnel qualifications, and claims history are the 

most critical factors to determine a contractorôs effectiveness. 
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Contractors believe that where only performance bonds are used, a marginal contractor has an 

unfair advantage over a well-qualified contractor. While State transportation departments 

expressed numerous positive views about the use of performance-based contractor 

prequalification, they also would be uncomfortable eliminating performance bonds. 

The SFAA provided surety information from filings made to State regulators, and several surety 

companies provided additional anecdotal input. Their conclusions include the following:  

¶ The suretyôs ongoing role as a creditor enables it to have superior knowledge of the 
character, capacity, and capital of the contractor. 

¶ The surety has the right to intervene in the contractorôs affairs to correct deficiencies and 

prevent problems. 

¶ The surety will, as a last resort, pay out on a claim for damages, and thus replace the 

State transportation programôs capital, which was lost to the failed contractor. 

¶ The surety can ñstep into the shoesò of the failed contractor to settle outstanding claims 
with subcontractors and complete the contract at its original cost. 

The study team conducted case studies with five State transportation departments: Iowa, 

Oklahoma, Utah, Virginia, and Washington. Each of these State transportation departments has 

varying forms of performance-based prequalification, ranging from simple reference checks to 

project performance evaluations. None of them indicated any knowledge of a surety becoming 

involved in a project before a State transportation department requested that involvement. They 

were not comfortable eliminating performance bonds completely, but several would consider 

raising the minimum project value that requires a performance bond. Additionally, all case study 

State transportation departments continue to use performance-based prequalification and a few 

are even further developing their systems. 

A benefit-cost analysis of performance bonds was conducted, based on information from the 

literature review and data collected from the outreach efforts and the case studies. The financial 

benefits of performance bonds occur after a default claim is filed and consist of default cost 

avoidance, schedule delay costs, and re-bid costs. Because the default rate in the highway 

industry is less than 1 percent, this indicates that default is an infrequent and an unpredictable 

occurrence. The benefit-cost analysis was to determine, from a strictly financial standpoint, 

whether performance bonds could be eliminated. Due to the sensitivity of the analysis to the 

assumptions, multiple iterations of the analysis were conducted. These analyses show that if the 

default rate is held constant at 0.69 percent (the highest default rate of State transportation 

departments in the outreach effort), projects over approximately $10 million have a net benefit 

from performance bonds; projects between $100,000 and $1 million have a net cost for 

performance bonds; and projects less than $100,000 and between $1 million and $10 million 

vary between net cost and net benefit. However, when the default rate is lowered to 0.46 percent 

(the average default rate of the State transportation departments in the outreach effort) there is a 

net cost for performance bonds on all projects. 
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As indicated, State transportation departments are not willing to eliminate performance bonds, 

even though few of them have experienced a default. This is the performance bond paradoxðthe 

unwillingness to eliminate performance bonds, even though the risk of default is low. State 

transportation departments saw value in the detailed financial analysis performed by the sureties 

and in the agencyôs option to contact a surety if a contractorôs performance was unacceptable and 

did not improve. Rather than eliminate performance bonds, it is recommended that the minimum 

contract value that requires a performance bond be raised to between $1 million and $10 million, 

based on the benefit-cost analysis. Currently, the minimum contract value that requires a 

performance bond varies from State to State, between $0 and $300,000. The five case study 

States could have saved between $1.2 million and $7.9 million over 5 years if the minimum 

project size that requires a performance bond had been raised to $1 million; they could have 

saved between $6.5 million and $26 million over 5 years if the minimum project size that 

requires a performance bond had been raised to $10 million. 

While there is the ability to achieve considerable premium savings by raising the performance 

bond threshold, there remains a risk, albeit small, that a State transportation department will still 

experience a default. A State transportation department can further reduce the likelihood of 

default through the implementation of performance-based prequalification because it will help 

screen out poorer performing contractors. If a default does occur, the State transportation 

department still can recover funds from the contractor to offset the cost of default. Any 

unrecovered costs would be borne by the State transportation department, but as the above 

analysis indicates, large savings in bond premiums can significantly offset these costs. 

A performance-based prequalification system provides many benefits, but quantitative data about 

these benefits does not exist because the benefits are simply qualitative, such as improved 

contractor relationships, or the State transportation department simply does not collect the data to 

measure the benefits. Consequently, it is not possible to calculate a benefit-cost ratio. However, 

based on the outreach efforts and the case study, the overall areas that benefit from performance-

based prequalification are the following: project quality, project timeliness, number of claims, 

and contractor and State transportation department relationships. The costs associated with 

operating a performance-based prequalification system range between $104,000 and $416,000 

per year. This is negligible, compared to the costs of performance bonds. 

Based on the project research and analysis, the study developed a performance-based 

prequalification model. The model combines elements of the processes used by the Florida 

Department of Transportation (FDOT), Ohio Department of Transportation (ODOT, presented as 

ODOT-OH for the purposes of this report), and the Ontario Ministry of Transportation (MTO), 

and it borrows concepts and terminology from each. The model accounts for a contractorôs 

financial capacity, rewards good performance, and encourages the improvement for marginal 

performance by prequalifying a contractor, based on a bidding capacity that is determined by 

rating prior performance. It consists of a two-tier process that is applicable to design-bid-build 

projects and an optional third tier for alternative project delivery methods, such as design-build 

(DB), construction manager/general contractor (CMGC), and public-private partnerships. It also 

can be used for design-bid-build (DBB) projects, where a State transportation department wishes 

to do a performance evaluation. A summary of the tiers follows: 
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¶ Tier one consists of administrative prequalification, which is composed of financial 

analysis conducted by the agency, a records check, and the assembly of optional external 

documented information. 

¶ Tier two focuses on contractor performance and encompasses two primary areas: the 

determination of the contractorôs management ability and a post-project evaluation of the 

contractor performance on each contract. These factors are used in conjunction with 

tier oneôs financial analysis output to determine the amount of work upon which a 

contractor can bid. 

¶ Tier three is a project-specific prequalification tier, designed to closely evaluate the 

contractorôs qualifications and experience in terms of the specific needs of a given 

project. This final tier is an optional portion of the prequalification process and is 

intended for use on projects that are delivered by methods other than traditional  

design-bid-build and/or on a project that has requirements beyond the standard 

boilerplate requirements. 
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CHAPTER 1ðINTRODUCTION  

State transportation departments rely on private industry construction contractors to build, 

rehabilitate, and replace their infrastructure assets. The FHWA is interested in ensuring that State 

transportation departments select contractors that can complete projects cost-effectively. One 

potential method to help select qualified contractors is to use a performance-based contractor 

prequalification process. FHWA commissioned this study to evaluate the wisdom of expanding 

the use of this process. This report presents the results of this study, which examined relevant 

literature, evaluated the benefits and costs of performance bonds and performance-based 

contractor prequalification, and recommended a model performance-based prequalification 

approach. Data regarding performance bonds and performance-based contractor prequalification 

was gathered through a thorough literature review; outreach to the State transportation 

departments, contractors and sureties; and case studies of five State transportation departments. 

This report investigates both methods of performance bonds and performance-based contractor 

prequalification and presents a performance-based contractor prequalification program that can 

be adapted to State transportation departments across the Nation. 

The purpose of this study was to investigate the cost and benefit of performance bonding versus 

replacing performance bonding, to various degrees, with performance-based contractor 

prequalification. This final report includes recommendations on the cost effectiveness of 

performance bonds; guidance for State transportation departments that wish to develop and 

transition to a performance-based contractor prequalification system; and recommendations for 

how such systems can best be implemented. The specific objectives are as follows: 

1. Document the benefits and costs of the current system of performance bonding in 

highway construction. 

2. Quantify the benefits of replacing currently required performance bonds on some 

highway construction projects with a rigorous performance-based contractor 

prequalification system. 

3. Provide State transportation departments with guidance on the development and 

implementation of the prequalification system. 

The report includes the following: 

¶ Chapter 1ðIntroduction: This chapter includes a discussion of the motivation for this 

investigation, a performance bond background, and an overview of the industry outreach 

efforts. It provides the necessary background for the remainder of the report. 

¶ Chapter 2ðLiterature Review: This chapter presents an overall summary of the literature 

review, as well as the detailed review for each of the four focus areas of the literature 

review. 

¶ Chapter 3ðOverview of Industry Outreach Efforts: In order to inform the research, 

outreach efforts were conducted with State transportation departments, contractors, and 
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the SFAA. These efforts were conducted through surveys, interviews, and case studies. 

This chapter discusses all of these efforts. 

¶ Chapter 4ðBenefit-Cost Analysis of Performance Bonds: The costs and benefits of 

performance bonds are identified and analyzed in this chapter. Additionally, this chapter 

further clarifies the definition of a performance bond, the roles of the surety, and 

determines a default rate for the industry. 

¶ Chapter 5ðPerformance Bond Paradox: This chapter discusses State transportation 

department views on performance bonds and compares those to the experience with 

default rates. This chapter also contains a recommendation for raising the minimum 

project size that requires a performance bond. 

¶ Chapter 6ðPerformance Bonds versus Performance-Based Contractor Prequalification: 

Building upon the benefit-cost analyses of the previous two chapters, a comparison of 

performance bonds and performance-based contractor prequalification is presented in this 

chapter. Additionally, an argument is made for increasing the minimum project size that 

requires a performance bond. 

¶ Chapter 7ðProposed Performance-Based Contractor Prequalification Program: This 

chapter presents a performance-based contractor prequalification program. The program 

includes a quantitative method for modifying the contractor bidding capacity, based on 

the results of performance ratings. 

¶ Chapter 8ðConclusions: This chapter presents the overall findings and conclusions of 

the entire research project. 

We note that this research project was funded and administered by FHWA. While FHWA has a 

stewardship role in funding and administering Federal-aid highway program, the primary 

responsibilities for administering highway construction programs lies with the individual State 

transportation departments and local public agencies. The Federal-aid highway program is a 

federally funded/state-administered program. State transportation departments are responsible for 

virtually all aspects of highway planning, design, construction, maintenance and operations. 

Congress defined this relationship with implementation of the statutory provisions in Title 23 

United States Code Section 145(a)ðñProtection of State Sovereignty.ò 

In light of this guiding principle, FHWAôs regulatory requirements for performance bonds in 

Title 23 Code of Federal Regulations Section 635.110 are relatively brief. These provisions 

ensure that State licensing, prequalification, insurance or bonding requirements be administered 

in a manner that does not restrict competition. Furthermore, in section 635.107 the participation 

by disadvantaged business enterprises (DBE), the State transportation department shall schedule 

contract lettings in a balanced program providing contracts of such size and character as to 

assure an opportunity for all sizes of contracting organizations to compete. 

Unlike the Federal Miller Act that applies to direct Federal contracting, FHWAôs bonding policy 

does not specify the amount of a performance bond or when or how bonds must be used. This is 

a matter of state and local policy.  So while this research provides important information for 
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public agencies to consider in implementing their surety requirements, FHWA will not require 

the states to implement the research recommendations, but will consider the recommendations to 

be good practices that should be considered. 

PERFORMANCE BONDS 

A performance bond is a promise from a surety that monetary compensation or contract 

completion services will be provided to the owner if the contractor fails to complete all the 

services required under the construction contract, which thereby insulates the State transportation 

department from potential damages due to contractor default. Suretiesô performance bonds hold 

State transportation departments harmless in the event that a contractor (1) fails to complete a 

bridge or highway construction contract and then (2) is unable to provide a remedy for the 

failure, which typically arises from the contractorôs deteriorated financial condition. State 

transportation departments generally use one of three approaches for performance bonding: they 

bond the entire contract value, bond a portion of the contract value, or do not require 

performance bonds. 

The Miller Act of 1935 made performance bonds a requirement for Federal construction work, 

and thus required any states that accepted federal funds for construction work to create their own 

legal requirements for performance bonds. Each individual State created its own specific Miller 

Act, known as ñLittle Miller Acts,ò which define the requirements for performance bonds, 

including the percent of the contract value to be bonded and the minimum contract value that 

requires a bond. The amount of bond required varies across the nation, from 25 percent to 

100 percent of the contract value. The vast majority of the States require a performance bond for 

100 percent of the value of the contract. The minimum contract size that requires a performance 

bond also varies from State to State, and ranges from $0 to $300,000. 

The performance bond underwriting process conducted by the surety is a process of 

prequalification, similar to the prequalification processes of State transportation departments. 

During the underwriting process, a given contractor is evaluated on three sets of criteria: 

Character: The contractorôs reputation among subcontractors, suppliers, owners, and lenders, as 

shown by (a) administrative evidence, such as letters of reference; (b) the presence of certain 

systems and procedures, such as quality management systems and alternative dispute resolution 

methods; and (c) past performance, measured in terms of outcomes of past contracts. 

Capacity: The contractorôs management practices, personnel, and equipment, as shown by 

(a) administrative evidence, such as resumes of key employees; (b) the presence of the systems 

and procedures that make up good management practices; and (c) past performance, measured in 

terms of outcomes of past contracts and whether or not they were completed without default, 

claims, etc. 

Capital:  The contractorôs funding capacity as shown by (a) administrative evidence of the net 

assets and net income reported in its financial statements and those of its owners, along with the 

assessments of other creditors; (b) the presence of certain operationsô systems and procedures, 
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such as sound treasury management business practices; and (c) past performance, as reflected in 

the contractorôs credit score.1  

A contractor with a marginal track record for quality and timely completion, but the same level 

of financial assets as another contractor with a record of exemplary performance, will be able to 

furnish performance bonds, and hence will have the same opportunity to bid.(1) This method, if 

used alone, turns prequalification into merely an inventory of contractor assets and past 

experiences, without regard to the quality of the given contractorôs performance. A contractor 

with sufficient financial assets and marginal experience and/or performance would be found fully 

qualified. When a surety concludes that a particular contractor presents too high a financial risk, 

the surety will decline the opportunity to underwrite a bond for the contractor. The contractor is 

then forced to seek out another surety whose underwriting process or appetite for risk is more 

accommodating. 

PERFORMANCE BONDS ARE NOT INSURANCE 

A performance bond is like credit in that the surety provides a bond with the expectation of no 

loss. That is, the surety provides a bond only to those contractors that it has determined are 

capable and qualified to perform the obligation that is bonded. In addition, the contractor 

ultimately remains liable for a default. If the contractor defaults and the surety incurs a loss in 

remedying the default, the surety may seek reimbursement from the contractor. Insurance is 

fundamentally different in that losses are expected and the losses are ultimately borne by the 

insurer, who does not seek to recoup its loss from the insured entity. Car insurance companies, 

for example, do not prequalify the insuredôs ability to prevent its car from being stolen; rather, 

the insurer can lower the premium on cars through the use of anti-theft devices. When a car is 

stolen, insurance pays out the value of the car, regardless of whether its owner has sufficient 

wealth or income to replace the car. The insurance premium reflects the insurerôs expectation 

that it will incur losses on a portion of the policies written. 

This difference explains why insurance policies and surety bonds are priced differently. A 

significant portion of the insurance policy premium is a loss-paying component that, when 

coupled with the premium from all insurance policies, is used to pay claims. Because a surety 

does not expect a loss when writing a bond, the loss-paying component in the surety bond 

premium is relatively small. The premium is largely an underwriting fee for the suretyôs 

prequalification review. While risk under an insurance policy is addressed largely by the amount 

of premium charged, risk under a surety bond is addressed by imposing additional credit 

requirements on the contractor or, ultimately, by not writing the bond. 

Guaranteeing the Lesser of Contract Completion or Compensation 

When a contractor fails to complete a construction contract or damages have been assessed 

against the contractor and it is determined that the contractor cannot pay those damages, the 

surety is required to make good on the damages (i.e., to either complete the contract or pay the 

owner the bonded amount). 

                                                 
    1 Credit bureaus assign scores to companies and individual consumers based on their payment history, the 

diversity of the types of credit already available to them, and their use of those types of credit. 
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The surety has the right to exercise options other than simply paying the amount of the bond. The 

surety is entitled to all the rights and equities of the owner, the contractor, or both, or to those of 

any others that benefit from the suretyôs performance, in order to deal with claims from 

subcontractors and suppliers and resume construction under the contract. Given the choice of 

paying out assessed damages or completing the contract, the surety will choose the lower-cost 

option. The surety industry estimates that in almost all of the confirmed claims, its member 

sureties step in and actively manage at least a portion of the contract until its completion. 

No Additional Guarantee of Construction Quality  

Performance bonds underwrite financial risks, but are not a guarantee of all of the terms of a 

contract. Additionally, the terms that are specifically related to contract performance are only 

relevant to performance bonds when there is a risk of default. If, for example, a contractor has 

performed marginal-quality work that the State transportation department is forced to approve 

because it is under pressure to eliminate the congestion caused by the projectôs work zones, then 

the State transportation department has no recourse to the surety, because a performance bond 

only applies in cases of default (i.e., where a serious breach has occurred and a contract is 

consequently terminated). A performance bond is not a guarantee of a certain level of 

performance; that is, a surety bond provides no guarantee against a contractorôs marginal quality 

of work, so long as the contractorôs failures are not large enough to trigger a default. 

The worsening of a contractorôs financial position is generally the controlling factor in  most 

instances when a contractor fails to complete a contract. In these instances, indicators that a 

contractor may not be able to complete the contract can be identified by the contractorôs financial 

position. These links result in sureties that focus their attention on both the financial capacity of 

the contractor and on monitoring and assessing the contractorôs general ability to complete its 

work. 

Role of the Surety 

Because sureties need to monitor and assess contractors by the completion of contracts and 

because they need to manage the completion of contracts to lower the costs of claims, sureties 

generally take responsibility for the following: (1) the assessment of financial risk before a 

contract is let; (2) the ongoing monitoring of the financial health and performance of the 

contractor while the contract is being completed; (3) the handling and adjustment of claims; and 

(4) the completion of a contract to mitigate the harm to the owner. However, little evidence, if 

any, was found of a surety proactively working with a contractor to avoid default before the State 

transportation department reports a contractorôs poor performance to the surety. 

PERFORMANCE -BASED CONTRACTOR PREQUALIFICATION  

Performance-based contractor prequalification developed to address the State transportation 

department need to evaluate the ability of a contractor to complete a specific project, over and 

beyond the contractorôs financial ability. Some of the different aspects evaluated through a 

performance-based contractor prequalification system are: prior performance, claims history, 

past project experience, timely completion of past projects, quality of material and workmanship, 

technical ability, quality assurance plans, safety plans, environmental plans, and traffic control 
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plans. Alternative project delivery methods shift more responsibility onto the contractor for the 

quality of a project, and performance-based prequalification can evaluate a contractorôs ability to 

manage and produce quality work. 

National Cooperative Highway Research Program (NCHRP Web Document 38) categorizes the 

reasons State transportation departments have implemented a performance-based contractor 

prequalification program as one of two types.(1) The first represents frustrations felt by both 

owners and construction contractors. These frustrations include the following:(1) 

¶ Public owners generally treat low-quality construction work no differently than high-

quality construction work. 

¶ Public owners indirectly reward poor workmanship because they do not penalize poor 

workmanship, which gives a bidding edge to those contractors who consistently perform 

poorly. 

¶ Administrative prequalification merely establishes a benchmark for financial capacity 

and not for technical capability. 

¶ Reliance on performance bonding does not insulate the State transportation department 

from marginally competent contractors who have a strong financial foundation. 

Many of these frustrations spring from the State transportation departmentôs requirements to 

ensure ñfree and open competitionò and to avoid unnecessary delays to much-needed 

transportation projects that result from bid protests. Most State transportation departments are 

required by law to procure construction projects in a manner that promotes ñfree and open 

competition.ò(4) This requirement has been interpreted to mean that the State transportation 

department cannot generally restrict the ability of any given contractor to bid on public works.(5) 

If a contractor believes that a given procurement process unfairly restricts its ability to compete 

and win, the common remedy for that contractor is to protest the contract award.(6) A protest 

requires the State transportation department to suspend the award of the contract, and hence the 

start of construction, until the protest is resolved, which thereby delays the prosecution of the 

work. 

Because prequalification inherently entails a reduction in the level of competition, these 

programs have to be well designed and avoid arbitrariness. A Stateôs governing laws and 

regulations, as well as Federal requirements from the Miller Act (requiring performance bonds 

for Federal construction contracts), often constrain the State transportation departmentôs ability 

to implement performance-based prequalification. For instance, the Delaware Code provides that 

Stateôs transportation department with the authority to prequalify construction contractors and 

cites 10 specific reasons why a contractor can be found unqualified to bid.(7) Two of these 

reasons, ñinadequate experience to undertake the projectò and ñdocumented failure to perform on 

prior public or private construction contracts,ò can be addressed through performance-based 

prequalification.(7) However, neither of these reasons can apply to a marginally qualified 

contractor who had not been directly penalized for poor workmanship, as expressed by NCHRP 

Web Document 38.(1) 
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NCHRP Web Document 38 also details a second, timelier reason to implement performance-

based contractor prequalification. This relates to the movement to alternative project delivery 

methods and a greater reliance on contractor quality control (QC). In 1995, for the first time,  

23 CFR 637B allowed the use of contractor QC testing by the State transportation department as 

part of the project acceptance decision.(6,8) The report describes this motivation in the following 

terms: (1) 

Changes in regulations regarding use of contractor quality testing in quality assurance 

decisions and continuing reduction in State transportation department personnel will increase 

the need for ñquality drivenò contractors in public transportation construction projects. This 

change, coupled with more departments adopting performance-based and performance-

related specifications, places more need on contractors to know and use quality management 

in their field operations management. With more contractors providing the quality control 

function, the State transportation departmentôs role would change to a quality assurance role. 

As one part of the quality assurance process, there is a need for comprehensive methods to 

evaluate a contractorôs eligibility to engage in work from a quality perspective. 

The same sentiments were expressed in a Transportation Research Board paper focused on 

contractor-led QC:(9) 

As State highway agencies move further in this direction [the direction of contractor-led 

quality control], it is incumbent on them to first plan carefully during the procurement phase 

to ensure that they choose qualified teams. They must then draft contracts and specifications 

that put sufficient checks and balances in place so that these project delivery methods return 

quality equal to or better than that obtained by the traditional methods. 

NCHRP Report 561 delved more deeply into the use of qualifications and past performance, 

including the use of both administrative and performance-based prequalification:(4) 

Best-value procurement methods allow various elements to be considered in selecting a 

contractor on the basis of performance. Objective elements include contractor experience 

with similar projects, completion within schedule, compliance with material and 

workmanship requirements, timeliness and accuracy of submittals, and record of safety. 

Subjective elements include effective management of subcontractors, proactive measures to 

mitigate impacts to adjacent properties and businesses, training and employee development 

programs, corporate commitment to achieving customer satisfaction, and client relationséIt 

is also recognized that, because of constrained staffing and budgets, it is not possible for 

State agencies to ñinspectò quality into the work. Therefore, a procurement process is needed 

that considers value-related elements in awarding contracts. 

Performance-based contractor prequalification is a vehicle for rewarding good performance and 

it satisfies a need to ensure that a better-qualified contractor with a record of good performance is 

entrusted with the increased autonomy in the quality management process required by 

contractor-led QC. Thus, the State transportation department properly discharges its 

responsibility to the traveling public to deliver a quality project with public money. To 

accomplish this purpose, the program needs to have all of the necessary components to collect 
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contractor performance data, analyze that data in a meaningful manner, and use the performance 

output in the prequalification decisionmaking system. 
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CHAPTER 2ðLITERATURE REVIEW  

This chapter presents the results of an in-depth literature review of performance based 

prequalification and the use of performance bonds in the highway industry. Sources reviewed 

include prequalification research studies, alternative project delivery studies that include 

prequalification, State transportation department literature available online, Means construction 

cost data, information from the SFAA, and academic sources. The literature was broken into four 

focus areas: previous contractor prequalification research, State contractor prequalification 

evaluation procedures, State contractor bidding procedures, and bonding costs. This chapter 

presents a summary of the literature results, as well as the details for each focus area. 

LITERATURE REVIEW SU MMARY  

The literature review included the following four focus areas: previous contractor 

prequalification research, State contractor performance evaluation procedure, State contractor 

bidding procedures, and bonding costs. Table 1 summarizes the topics of interest and types of 

sources for each of the focus areas reviewed. 

Table 1. Literature review summary. 

Focus area Topics of interest Types of sources 
Previous 
contractor 
prequalification 
research 

¶ Components of a performance-
based prequalification program 

¶ Federal construction contractor 
appraisal support system 

¶ Performance-based 
prequalification implementation 

¶ Adjusting bidding and bonding 
capacity 

¶ Barriers to implementation 

¶ Prequalification research 
studies  

¶ Alternative project delivery 
studies that include 
prequalification 

State contractor 
prequalification 
evaluation 
procedures 

¶ Overview of existing industry 
contractor performance evaluation 
practices 

¶ Specific processes used by State 
transportation departments for 
contractor performance evaluation 
procedures 

¶ Prequalification research 
studies  

¶ Alternative project delivery 
studies that include 
prequalification 

¶ State transportation 
department literature 
available online 

State contractor 
bidding procedures 

¶ Specific processes used by 
individual State transportation 
departments for contractor 
prequalification 

¶ Prequalification research 
studies  

¶ Alternative project delivery 
studies that include 
prequalification 

Bonding costs ¶ Cost of a performance bond 

¶ Default rates 

¶ Means construction cost data 

¶ Myers graduate thesis(11) 

¶ Surety and Fidelity 
Association of America 
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A more detailed review of the literature for focus areas is provided in the following sections.  

PREVIOUS CONTRACTOR PREQUALIFICATION RES EARCH 

The literature on this subject is both extensive and thorough, which underscores the interest and 

potential value of performance-based approaches to the transportation industry. NCHRP 

Synthesis 190 found that State transportation departments rely on the following four strategies to 

qualify construction contractors to bid:(6) 

¶ Prequalification:  The contractor needs to be qualified before it can submit a bid. 

¶ Post-qualification:  Only the lowest responsive bidder is qualified for the State 

transportation departmentôs determination of responsibility. 

¶ Performance bonding: Reliance on the surety industry to identify qualified contractors. 

¶ Contractor licensing: State-sponsored program to ensure that only qualified contractors 

can bid based on licensing requirements. 

The authors of literature on this subject believe that the qualifications of a given contractor can 

have a marked impact on the success of the projects it executes. An article on design-build 

projects also notes that selecting the most qualified contractor ñcorrelates to the lowest 

administrative burdenò for the State transportation department, which implies that a well-

qualified contractor requires less oversight and can be trusted to comply with contract 

requirements, such as contractor quality control (CQC) methods.(12) As noted above, in NCHRP 

Report 561, Scott et al. justifies prequalification by noting, ñbecause of constrained staffing and 

budgets, it is not possible for State transportation departments to óinspectô quality into the 

work.ò(4) The same article provides a succinct definition of a prequalification process and a 

motivation to establish a thoughtful process:(4) 

Prequalification in its simplest form is an assessment of financial responsibility, which often 

mirrors what sureties look for in making their underwriting decisions relating to issuance of 

bonds for public works projects. It also may include other factors such as demonstrated 

ability to perform a certain type of work. Whether by prequalification or other methods, 

public owners are increasingly exploring ways to include non-price factors, both qualitative 

and quantitative, in the procurement process to motivate contractors not only to improve their 

performance during construction, but equally as important, to build value into the end 

products of construction. 

Once again, the merit of using prequalification to add value to the construction process is 

underscored. The idea of using performance-based prequalification as a means to motivate 

contractors to improve their performance during construction is also expressed by the authors. 

The authors note that this idea ultimately leads to the benefits of enhanced construction quality 

and reduced administrative burden. The New South Wales (NSW) Australia prequalification 

manual, which calls the process the ñscheme,ò describes the benefits of a performance-based 

prequalification process as follows:(13) 
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¶ It ñallows the NSW Government as a major buyer of construction related services to 

more effectively implement continuous improvement initiatives in the construction 

industry to achieve better project outcomes. 

¶ It results in significantly reduced tender assessment times and simplified contract 

administration because prequalified tenderers [bidders] have already demonstrated an 

understanding of and compliance with NSW Government construction industry 

benchmarks, with management procedures and systems requirements. 

¶ It is in line with the NSW Governmentôs direction to do business with the best of the 

private sector, the Scheme provides for incentives for good performance and also for the 

application of restrictions or sanctions in the event of poor performance as measured 

against the respective scheme requirements.ò 

Review of Prequalification Studies 

The subject of contractor qualification has generated a significant amount of research in the past 

decade, including five studies that specifically examine performance-based contractor 

prequalification. These studies are briefly summarized below. 

Kentucky Transportation Center Report, KTC-01-24/SPR 212-00-1F, Quality Based 

Prequalification of Contractors, reports the results of an analysis of the effectiveness of the 

Kentucky Department of Highwaysô (KDOH) contractor performance rating system and its 

incorporation into the prequalification process.(14) It recommends the inclusion of a given 

contractorôs past project quality performance record as an integral part of the prequalification 

process. 

Wisconsin Department of Transportation Synthesis Report, Contractor Prequalification 

Quality-Based Rating reports the practices of 35 State transportation departments that responded 

to a survey on the topic.(15) The report found that the majority of both contractors and State 

transportation department respondents believed that performance-based prequalification can be 

implemented in a fair and equitable manner. 

Manchester School of Management Report, Applying Evidential Reasoning to Prequalifying 

Construction Contractors was conducted in the United Kingdom and essentially proposes a 

logic-based mathematical model to optimize the contractor prequalification process.(16) 

NCHRP Synthesis 390, Performance-Based Construction Contractor Prequalification, 

benchmarked the state of the practice using a survey of 41 U.S. State transportation departments 

and 7 Canadian provincial ministries of transportation.(17) The synthesis proposed a three-tiered 

model for performance-based contractor prequalification that will be discussed in detail in a 

subsequent section of this report. 

Analysis conducted for the Michigan Department of Transportation (MDOT) examination, 

Study of Most Effective Practices for Determining Construction Contractorsô Eligibility to Bid 

on Construction Projects, built on the analysis work of NCHRP Synthesis 390, and focused on 

practices in the upper Midwest, surveying the States that border Michigan.(18) MDOT sponsored 
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this research, which resulted in the finding that the current MDOT performance-based contractor 

prequalification system is both fair and equitable, and is consistent with similar systems in the 

region. 

All five of the reports cited above concluded that implementing performance-based contractor 

prequalification has the potential to add value to the highway construction procurement process. 

Review of Studies on Alternative Project Delivery that Included Prequalification 

As part of the research associated with alternative project delivery, a fair amount of information 

has been published related directly to prequalification of contractors. Each of the relevant studies 

most specifically assessed the contribution of contractor qualifications to the project selection 

and award process. A summary of the major studies is provided below. 

¶ AASHTO Guide for Design-Build Procurement provides a comprehensive set of the 

qualifications and experience requirements that have successfully been included in 

project-specific prequalification for design-build contracts.(19) 

¶ NCHRP Synthesis 376, Quality Assurance in Design-Build Projects, analyzes the 

impact of design-build contractor prequalification and experience on final project 

quality.(20) 

¶ Transportation Cooperative Research Program (TCRP) Report 131, Guidebook for 

the Evaluation of Transit Project Delivery Methods, presents a comprehensive list of 

qualifications and experience requirements that have successfully been used on the 

project-specific prequalification of contractors from transit projects delivered using 

alternative project delivery methods, such as DB, CMGC, etc.(21) 

¶ Airport Cooperative Research Program Report 21, A Guidebook for the Selecting 

Airport Capital Project Delivery Methods, provides a comprehensive list of qualifications 

and experience requirements that has successfully been used on project-specific 

prequalification of contractors for airport projects delivered using the alternative project 

delivery methods, as covered in TCRP Report 131.(22) 

¶ NCHRP Synthesis 402, Construction Manager-at-Risk Project Delivery for Highway 

Programs, analyzes the impact of contractor prequalification on final project quality for 

project delivery using Construction Manager-at-Risk (CMR).(3) This report found that a 

major advantage of CMR project delivery was the ability to utilize project-specific 

contractor performance-based prequalification that allowed the State transportation 

department to match the contractorôs qualifications with the technical requirement of the 

project. 

Components of a Performance-Based Prequalification Program 

The literature summarized above suggests that most performance-based contractor 

prequalification programs consist of the same set of components, which are described as follows: 
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¶ A completed questionnaire/application furnished by the contractor that details the 

following information: financial data, available equipment and plant, construction 

experience for a specified period, names and backgrounds of key personnel, and 

classes/types of work for which qualification was requested. 

¶ A formula/algorithm that converts financial data into a rated capacity, which establishes 

the maximum amount of work that a given contractor can be awarded in a given period. 

¶ A contractor project performance evaluation system that focuses on ratings of contractor 

work quality and timeliness on a specific standard form. 

¶ A formula/algorithm to adjust the rated financial capacity based on the accumulated 

record of project performance evaluations. 

¶ An appeals process for a contractor that believes it has been unfairly or improperly rated. 

(See references 1, 4, 10, 14, 23, 24, 25, and 26.) 

State transportation departments often use general past performance and experience criteria in 

their administrative prequalification procedures to admit a contractor to the State bidders list.(17) 

By using performance-based qualification factors in the selection process, a State transportation 

department can filter out unqualified contractors, thereby increasing the probability that the 

project will be completed successfully.(27) However, the key to successful public sector 

application of qualification parameters in a bid is that ñtheir application must be justifiable and 

defensible.ò(4) This observation speaks to the need expressed by Parvin to reduce the probability 

of bid protest by making the performance-based prequalification system transparent and easy to 

understand.(28) The Minnesota Department of Transportation defended its prequalification 

method for a design-build project in an award protest by establishing that its prequalification 

parameters were both ñjustifiable and defensible.ò(5) 

Figure 1 is taken from a paper by Hancher and Lambert that details the KDOHôs ñperformance-

basedò contractor prequalification process.(14) The process combines the calculation of total 

maximum financial capacity with a performance-based evaluation through the assignment of an 

ñannual eligibility rating,ò which is used to adjust the contractorôs ñmaximum eligibility 

amount.ò This value equals the amount of work a contractor may be awarded in a given year. 

Using the formula, ñlower-quality work will reduce the allowable work volume, whereas high-

quality work will increase the allowable work volumeò for a contractor.(14) 
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Figure 1. Flowchart. KDOH  performance-based contractor prequalification process.(14) 

Several authors have conducted research that evaluates the relative importance of the various 

components listed above. One early study included a survey of construction professionals from 

both project-owner and contractor organizations and asked them to rank order 20 prequalification 

factors by importance. Both rated financial stability, past project performance, and personnel 

availability and experience as the ñkey decision variables relevant for a generic contractor 

prequalification knowledge base.ò(23) NCHRP Web Document 38 also found project 

management/control skills, personnel experience, quality of final project, and experience with 

project type to be the most important, according to a similar group of survey respondents.(1) 

When these two studies are looked at together, the results of oneôs contractor 

questionnaire/application and the otherôs contractor project performance evaluation match one 

another, which validates the importance of these program components to a prequalification 

process based on two independent research efforts. 

Evaluating contractor performance, then integrating these evaluations into the performance-

based contractor prequalification system, provides a tangible means by which to reward good 

contractors and a disincentive for marginal contractors to perform badly. Other countries have 

been motivated to implement performance-based contracts for reasons that should resonate in the 
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United States. The motivation for the evaluation of contractor performance in New Zealand has 

been explained as follows:(29) 

The concept of performance-based contracts originated from a consideration of four factors, 

namely, (a) the increasing lack of personnel within the national road departmentsé(b) the 

frequency of claimsé(c) the need to focus more on customersô satisfaction by seeking to 

identify the outcomes, products, or services that the road users expect to be delivered, and by 

monitoring and paying for those services on the basis of customer-based performance 

indicators; and (d) the need to shift greater responsibility to contractors throughout the entire 

contract period as well as to stimulate and profit from their innovative capabilities. 

As demonstrated in NCHRP Web Document 38, these factors also motivate State transportation 

departments in the United States to look for methods by which to create efficiencies through 

contractor performance evaluations, as well as methods to mitigate the potential risk created by 

the trend toward the increased use of contractor QC in the project acceptance process. State 

transportation departmentsô performance evaluation programs have to pass the tests for both 

fairness and equity, which are essentially reflected in the types of information the State 

transportation departments collects in regard to past performance. 

An attention to fairness should ensure that the evaluation system is transparent and furnishes a 

mechanism by which contractors can appeal a negative rating. Transparency can be achieved 

when the evaluation system and all its components are published in advance of the evaluation 

and when the State transportation department performs the evaluation in line with what has been 

published.(30) The inclusion of guidelines for the ratings used for individual components also 

contributes to consistency and minimizes biases. Furnishing an appeals process demonstrates to 

the contracting industry that the State transportation department is open to the challenges of its 

evaluation system through the use of due process, before a contractor is penalized by a negative 

rating.(4) If implemented, these two elements can greatly ameliorate negative perceptions of 

potential harmful impacts of a new contractor performance evaluation system.(30) 

To further increase fairness in the process, KDOH allows contractors to rate KDOHôs 

performance at the same time KDOH rates the contractor. These contractor ratings are used by 

KDOH to ñdetermine quality improvements needed, personnel training needed, and topics for 

discussion at the annual meetings with the contractor associations and for evaluations of 

personnel and other uses, as deemed appropriate.ò(14) 

A contractorôs ability to appeal to have a negative rating changed or removed can also serve as a 

means by which to further ensure fairness. NCHRP Report 561 notes that fairness demands a 

contractor have recourse to ñdue process.ò(4) While a State transportation department may not 

want to create a separate formal disputes resolution system for performance evaluations, it 

should furnish within its evaluation framework a mechanism whereby a contractor has the ability 

to protest what it believes is an unfair assessment of its performance. Such a mechanism can be 

as simple as allowing the contractor to add rebuttal comments to the evaluation form and then 

charging the chain of command above the evaluator to investigate to determine if the contractorôs 

protest has merit before the final evaluation is entered into the system. Some jurisdictions have a 

formal board or committee that will hear and decide appeals on qualification matters. The 
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inclusion of such elements of independence can significantly contribute to both the fairness and, 

equally as important, the perceived fairness of the system. 

Federal Construction Contractor Appraisal Support System 

The FHWAôs Federal Lands Highway Divisions utilize the Department of Defense Construction 

Contractor Appraisal Support System (CCASS). (9,31) An NCHRP study reports of the CCASS:(4) 

The Federal Government and a number of State agencies have for many years maintained a 

database of contractor evaluations on past projects and often use this resource as a means to 

measure the contractorôs track record. Despite certain drawbacks, this appears to be the best 

means of assessing past performance as it allows contractors the opportunity to appeal 

negative ratings. 

The CCASS evaluation system has been in use for decades and serves not only to record actual 

contractor performance, but also as a means for Federal agencies to make a decision on the 

ñresponsibilityò of bidders for a DBB project.(9,32) In this system, a low bidder with several 

unsatisfactory ratings can be found ñnot responsible,ò and consequently, not be awarded the 

contract. CCASS requires that the agency evaluate the contractorôs performance in five areas: 

quality control, timely performance, compliance with safety standards, the effectiveness of 

management, and compliance with labor standards. 

The FHWA requires that the contractor be notified if the State transportation department believes 

it is not performing at a satisfactory level. This kind of mandated communication between the 

contract owner and the contractor provides the contractor with the ability to both correct the 

defect found by the contract owner and, if applicable, to refute or clarify the perceived defects. 

The CCASS process requires that the State transportation department forward all its ratings to 

the evaluated contractor and give that entity 30 days to comment on the rating.(32) The State 

transportation department then reviews the contractorôs comments and determines whether or not 

to adjust the final rating.  

CCASS evaluations are filed and remain in the contractorôs record for six years. They are used as 

part of the prequalification process on DB and other types of negotiated contracts, as well as to 

determine responsibility on DBB contracts. This is accomplished by adding the following 

requirementðthat the contractor have no unsatisfactory performance evaluations on file in 

CCASSðto the Federal definition of a ñresponsible bidder.ò(32) 

Based on the Federal Lands Highway Divisions experiences, it appears that using some form of 

evaluation of a given contractorôs actual CQC performance is perceived as having a positive 

impact on final project quality. If these perceptions are accurate, this approach to evaluation 

should be part of a performance-based contractor prequalification program. 

Performance-Based Prequalification Implementation 

NCHRP Synthesis 390 asked, ñCan performance-based construction contractor prequalification 

be implemented in a way to reward good contractors and encourage poor contractors to improve 

performance?ò(32) The FDOT ñability factor,ò shown in figure 2 and table 2, is designed to 

reward a contractorôs past performance by assigning a higher ñability factorò to those who have 
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exceeded the minimum requirements than to those who have not exceeded them.(33) The 

interviews with FDOT contractors familiar with the system indicated that not only did it furnish 

an incentive to maintain satisfactory quality, but that it was also generally deemed a fair and 

equitable system.(17) 

 

Figure 2. Line graph. FDOT ñability factorò conversion from contractorôs past 

performance record.(33) 

Table 2. Impact of the FDOT ñability factorò on maximum capacity rating.(33) 

Contractorôs 
Past 

Performance 
Record Ability Factor  

Current Ratio 
Factor 

Adjusted Net 
Worth (ANW)  
(in $ Mi llions) 

Maximum 
Capacity 
Rating 

(in $ Millions)  

Large CompanyðANW > $100 million  
98ï100 15 1.3 $334.1 $6,515 

74ï76 4 1.3 $334.1 $1,737 
64 or less 1 1.3 $334.1 $434 

Medium CompanyðANW $20 million to $100 million  
98ï100 15 1.3 $52.7 $1,028 
74ï76 4 1.3 $52.7 $274 

64 or less 1 1.3 $52.7 $69 

Small CompanyðANW < $20 million  

98ï100 15 1.3 $1.5 $29 
74ï76 4 1.3 $1.5 $8 

64 or less 1 1.3 $1.5 $2 
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¶ Administrative prequalification. 

¶ Performance prequalification. 

¶ Infraction system. 

MTO stresses that the success of the system lies in the interrelationships between the 

components. While certain components of the system can function independently, the program 

works best when all the components are integrated. 

The NCHRP Synthesis 390 Three-Tiered Prequalification System 

NCHRP Synthesis 390 proposes a three-tiered performance-based contractor prequalification 

system. This approach was developed, based on the studyôs comprehensive literature review, 

including the survey responses recorded from 41 U.S. State transportation departments and 

7 Canadian provincial transportation ministries, a content analysis of solicitation documents from 

35 State transportation departments, and interviews with 10 construction contractors from firms 

ranging in size from a local chip seal contractor to a major national Heavy Civil contractor. The 

recommended process is summarized in figure 3. 
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Figure 3. Flowchart. Three-tiered performance-based prequalification process.(17) 
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NCHRP Synthesis 390 uses the following definitions for each ñtierò in the process detailed in 

figure 3:(17) 

¶ Administrative prequalification:  ñA set of procedures and accompanying forms/ 

documentation that must be followed by a construction contractor to qualify to submit 

bids construction projects using traditional project delivery. These include evaluation of 

financial statements, dollar amount of work remaining under contract, available 

equipment and personnel, and previous work experience. This may be on a project-by-

project basis or on a specified periodic basis.ò 

¶ Performance-based prequalification: ñA set of procedures and back-up documents that 

must be followed by a construction contractor to qualify to submit a bid on a construction 

project based on quality, past performance, safety, specialized technical capability, 

project-specific work experience, key personnel, and other factors. This may be on a 

project-by-project basis or on a specified periodic basis and the project could be delivered 

using traditional design-bid-build or alternative project delivery methods such as design-

build, construction manager/general contractor, or any other method.ò 

¶ Project-specific prequalification: ñContractor prequalification requirements that exist 

only for a single project. These normally address project technical/procurement factors 

that are considered essential for the success of the given project. They may include 

criteria that require the contractor to have had past experience building a certain 

technology (i.e., seismic retrofit, information and technology systems, etc.) or a given 

project delivery method such as design-build. They may also extend to cover specific 

experience for key project personnel and specific types of plant and equipment.ò 

Figure 4 provides additional details on the components of tier three. 
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Figure 4. Flowchart. Three-tiered process with tier three-project-specific details. 
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reviewed in this study noted very few significant barriers to the implementation of performance-

based contractor prequalification. Many State transportation departments already have some 

form of contractor evaluation included in their bid process; many have some form of 

performance-based prequalification included as well. Based on input provided by contractors, as 

collected in the literature, contractors would seem to welcome implementation of this approach 

as a tool to reduce or remove the number of marginally qualified contractors, against which they 

need to compete. Nevertheless, NCHRP Web Document 38 notes that the following 

implementation issues will need to be addressed when a performance-based prequalification 

process is introduced:(1) 

¶ Integration with existing construction administration systems, such as SiteManager. 

¶ Consideration of the evaluatorsô qualifications. 

¶ Evaluation process administrative rules. 

¶ Frequency of evaluations. 

¶ Appeals process development. 

¶ Lifespan of evaluations/duration of disqualification. 

¶ Impact on contractor bonding. 

¶ Legal implications. 

Of the potential barriers listed above, significant focus should be placed on the implementation 

of administrative rules for the evaluation process.(2) The State transportation department will 

need to ensure that its evaluators are indeed qualified to evaluate the subject contractors. In most 

cases, contractors should be evaluated by the State transportation department construction 

personnel who administer the evaluated contract. Implementation will require that an ongoing 

training program for the evaluators be developed and implemented to ensure consistency 

between evaluators and across different types of projects. This component of the program will 

also be necessary to demonstrate the State transportation department commitment to fairness and 

to ensure the reduction of as much subjectivity in the process as possible. Agencies that currently 

use this type of system (such as FHWA and FDOT) have found that a review of all contractor 

evaluations one level above the ñevaluatorò is also required to make the program as consistent as 

possible.(31,33) This issue was highlighted in NCHRP Synthesis 390, in which 8 out of 10 

interviewed contractors indicated that their major concern with performance-based 

prequalification is the agenciesô ability to consistently rate them from project to project. 

The administrative rules of the process also need to be transparent and logically derived.(28) It is 

important to determine the frequency of evaluations. The literature on this topic seems to support 

that at least one interim evaluation is provided to the contractor before the final evaluation. (See 

references 31, 32, 33, and 34.) FDOT furnishes evaluations on a monthly basis. The crucial 

element will be to notify the contractor when it is not performing well and to provide the 

contractor with the opportunity to correct its deficiencies and shortcomings, before negative 
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evaluations become part of its permanent record. There is a need for an appeals process whereby 

the contractor can refute an unfavorable rating, which provides the contractor with due process 

before it is penalized by the evaluator. 

The question of the appropriate length of an evaluationôs life span should also be addressed as an 

integral component of the evaluation process. NCHRP Synthesis 390 found that the majority 

(73 percent) of its survey respondents maintained evaluations in their active record for at least 

three years. Survey results also support this time interval, and literature on the subject 

recommends a ñrolling 3-year average.ò(14,34) This selected duration creates an incentive for 

contractors to perform in a satisfactory manner, since a bad evaluation could impact the work 

that they can secure for a three-year period. The amount of time a contractor can remain 

disqualified due to certain behavior may be longer. Those that lose their qualification for 

criminal acts are usually debarred from participation indefinitely. In contrast, those that are 

disqualified for marginal performance, usually for defaulting on a contract, are able to regain 

their qualification after proving to the State department of transportation that they have corrected 

the problems that caused the default(s). 

REVIEW OF STATE PREQ UALIFICATION EVALUAT ION PROCEDURES 

A survey conducted for NCHRP Web Document 38 found that 29 States used some type of 

contractor prequalification process.(1) According to Study of Most Effective Practices for 

Determining Construction Contractorsô Eligibility to Bid on Construction Projects, the major 

factors used to arrive at a contractorôs prequalification rating are financial resources, experience, 

availability of necessary equipment, and past performance.(18) MDOT is one example of a State 

that uses a prequalification procedure. In MDOTôs current procedure, all prime contractors and 

subcontractors who intend to bid on projects, as well as those who request prequalification, need 

to be prequalified before they can submit a bid. The prequalification process follows the Bureau 

of Finance and Administrationôs classification and rating of biddersô administrative rules. MDOT 

currently requires a bid guarantee from all prime contractors bidding on a project. A performance 

bond is required from all prime contractors before they can begin work on MDOT projects, and 

MDOT requires that contractors renew their qualifications on an annual basis. Due to a recent 

change to the administrative rules, all contractors with a financial rating of more than $10 million 

can now renew their qualification every two years.(18) 

Post-qualification practices are also used by numerous State transportation departments. These 

typically involve consideration of a contractorôs qualifications after the contractor has been 

selected on a low-bid basis. These qualifications are submitted in response to a State 

transportation department questionnaire to verify compliance with requirements of the contract. 

Post-project performance evaluation practices that impact contractor eligibility are in use at 

many State transportation departments.(18) Ahn conducted a survey of U.S. States in 2008 and 

found that 28 States rely on some form of post-project evaluation.(67) The New York State 

Department of Transportation and the Rhode Island Department of Transportation both currently 

use post-qualification for contractor selection. Neither State currently has a specific 

performance-based rating evaluation scale for contractors. They rely on post-qualification 

instead of performance evaluations.(18) 
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State transportation departments generally review multiple factors in order to prequalify or post-

qualify contractors. They typically assign a maximum amount of work a contractor can perform 

and the type of work they are allowed to perform, based on qualification determinations. The 

factors most commonly used by State transportation departments to evaluate contractors are as 

follows:(18) 

¶ Past experience of contractor (87 percent). 

¶ Financial capability (75 percent). 

¶ Equipment and plant (72 percent). 

¶ Past performance evaluations (72 percent). 

¶ Past illegal behavior (72 percent). 

¶ Detailed financial analysis (66 percent). 

¶ Qualifications (resumes) (66 percent). 

¶ Bonding capacity (60 percent). 

¶ Calculated capacity factor (57 percent). 

¶ Level of subcontracting (40 percent). 

Not only may State transportation departments rely on different factors, but they may also 

require slightly different forms of documentation as proof from contractors. The actual amount 

of effort required for review by each State transportation department depends on the factors 

evaluated and the type and amount of proof required and reviewed. 

State transportation department prequalification and post-qualification practices share certain 

similarities and differences across States. A majority (25 out of 33) of the States surveyed in Dye 

Management Groupôs eligibility practices reported that they only use prequalification methods to 

prequalify prime contractors. In addition, most States prequalify contractors in different work 

categories to ensure that the prequalification process accurately accounts for the fact that 

construction disciplines are varied and require different skills. The number of work 

classifications used varies by State transportation department. Most States (31 of 48 surveyed in 

NCHRP Synthesis 390, and 7 Canadian ministries of transportation) monitor contractor 

performance on projects, though the information obtained through monitoring is not used in the 

prequalification/eligibility determination process in all States. While some State transportation 

departments change a contractorôs prequalification status based on their project performance, 

others do not. Policies regarding how to modify State limits are well documented and 

standardized in some State transportation departments, while others use a more subjective, less 

standardized approach.(17) 

Most State transportation departments use a combination of methods to determine contractor 

eligibility. The results of 40 State transportation department surveys, as presented in Dye 
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Management Groupôs report, along with information from NCHRP Synthesis 390, show that 

performance bonding and bid bonding/guarantee are the most widely used methods to determine 

the eligibility of contractors, followed by general prequalification.(17,18) Any contractors that do 

not submit a bond/guarantee are almost always disqualified. 

 

Figure 5. Common eligibility determination methods.(17,18) 

MDOT currently determines a contractorôs financial rating (also referred to as financial 

capability) by requiring that proof of financial capability be provided; this requirement needs to 

be met in order for a contractor to be prequalified. The financial rating for a contractor is 

calculated as follows: working capital (either positive or negative) is multiplied by nine; 

depreciation expenses on construction and transportation equipment allowed on 

contractor/bidderôs book of accounts is multiplied by nine; net booked construction and 

transportation equipment values, minus any long-term debt the equipment secures, is multiplied 

by four. The sum of all three factors is the total finance rating. If the contractor is applying for a 

financial rating of over $1 million, the contractor is required to provide a certified audit (i.e., an 

audited financial statement). If the contractor is applying for a financial rating of less than 

$1 million, the contractor submits a compiled financial statement, a reviewed financial statement, 

or an accounts receivable and bank statement verification form. 

MDOT has used this formula to calculate financial rating for a number of years. The financial 

rating calculated is truncated to the number of thousands of dollars for ease of use and reporting, 

and is a general rating that applies to all of the 53 different work areas. The more specific 

financial rating for a work classification, which is calculated separately, can be lower than the 

overall financial rating. For specific work classifications (e.g., clearing and grubbing, asphalt, 

concrete, etc.), a contractor requests approval and submits information regarding their 

equipment, personnel, and team experience, which are considered components of the specific 

work class financial rating. A review of these factors is subjective, with no specific weights 

assigned to each, and a financial rating is determined for each work classification.(18) 
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State transportation departments that perform post-project evaluations use a variety of rating 

systems for their performance evaluations. The rating scales range from 4 to 11 numbers. Many 

State transportation departments use similar categories to one another to evaluate performance, 

but group them in different combinations. The narrowness or breadth of categories used varies 

from State transportation department to State transportation department. Twenty-five of the  

26 State transportation departments surveyed that conduct post-project evaluations cited quality 

and management as categories used in their rating evaluation process. Scheduling was cited by  

21 State transportation departments, while safety, traffic, and U.S. Department of Transportation 

(USDOT) cooperation were cited by 19 State transportation departments.(18) 

The frequency of evaluation for post-project evaluation practices varies among State 

transportation departments. Nearly all evaluations are conducted at specific intervals. The 

Oregon Department of Transportation (ODOT, presented as ODOT-OR for the purposes of this 

report) evaluates the firm contractually responsible for a project annually, on the anniversary 

date of the notice to proceed for a project. Once completed, contractor performance evaluations 

are combined in a 12-month rolling average. The Virginia Department of Transportation 

(VDOT) incorporates their contractor evaluations into their monthly interim reports and into an 

annual or final report. In Connecticut, evaluations are conducted annually, as well as after the 

completion of projects.(18) 

The South Dakota, North Carolina, Florida, Utah, and Maine transportation departments have 

minimum thresholds for prequalification that range from $50,000 to $250,000. By contrast, the 

city of Clearwater, FL, determines its prequalification threshold on a contractor-by-contractor 

basis that is dependent upon previous project performance. The Delaware Department of 

Transportation uses a project-specific prequalification process and the Detroit Metropolitan 

Wayne County Airport uses prequalification based specifically on the technical complexity of a 

project. VDOT changed its practice in 2006 and 2007 to allow contractors who have consistently 

performed well to bid on any amount of work, so long as they can provide a performance bond. 

Newer or marginal contractors are assigned specific limits and may be put on probationary status 

or given conditional prequalification. VDOT also reserves the right to review applications on a 

case-by-case basis. VDOT reported consistent contractor performance after it implemented the 

change, and is able to apply its savingsðachieved through the elimination of internally 

conducted detailed financial reviewsðin order to conduct more safety and quality reviews. 
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Table 5. Summary of State transportation department contractor performance evaluation 

categories. 
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Connecticut x  x  x     x x   

Florida x       x   x x  

Illinois  x    x x x    x x x 

Indiana x      x x   x x  

Iowa  x     x x   x   

Kansas  x x x  x    x   x  

Kentucky x x x x x   x    x x 

Maine x x   x     x  x  

Maryland x x x  x x      x x 

Massachusetts x x x x x   x x x  x  

Michigan       x x  x x   

Missouri x          x  x 

Nebraska x    x     x  x  

New Jersey  x x x  x  x   x   x 

Ohio       x x  x x   

Oklahoma x  x  x x x    x x x 

Oregon x x x  x x   x x   x 

Pennsylvania     x   x   x   

South 

Carolina 
x x x       x x   

Utah x x x  x x    x  x x 

Vermont x x   x x x   x x  x 

Virginia x x    x    x    

Washington  x  x     x  x    

West Virginia  x  x    x x  x  x  



 

37 

Summary of State Performance Evaluation Documentation and USDOT DBE Outreach 

Efforts  

Connecticut DOT (ConnDOT) 

ConnDOT requires a contractor performance evaluation for contractors and subcontractors. 

Performance evaluations are undertaken annually and at the time of project completion for prime 

contractors, and only at the time of project completion for subcontractors. The rating evaluation 

form includes fairly detailed descriptions for ratings in five categories. The categories included 

in the form are quality of the work; performance of work; adherence to project schedule; 

implementation of Federal, State, and local policies, procedures, and regulations; and 

procedural/administrative. Connecticut has established consequences and ñtriggerò values for 

contractor performance ratings. These are described in ConnDOTôs construction manual, as 

follows:(38) 

These forms from all Districts are compiled and the five-year average is used to determine an 

overall, representative rating for each Contractor. They are used by the Department when 

determining the qualification of contractors, as well as responsibility issues. The Office of 

Construction provides the five-year average to the Office of Contracts and other interested 

units or agencies as requested. 

If any annual project or overall project rating is at or below a 2.0, the Office of Construction 

sends a memorandum to the District requesting that the District meet with the firm to discuss 

the problems or deficiencies noted on the review. 

If the five-year average rating is at or below a 2.5, the Office of Construction sends the firm a 

letter (copy the Office of Contracts), noting that their performance was lacking in certain 

areas and that they need to improve on future projects. 

If the five-year average rating is at or below a 2.0, the Office of Construction sends the firm a 

letter (copy the Office of Contracts), putting the firm on notice that the firm is at risk of being 

found non-responsible. 

A finding of non-responsibility may impact a firmôs future ability to be awarded work on 

Department projects. 

Florida Department of Transportation (FDOT) 

FDOT details their procedures and policies for the completion of the Contractorôs Past 

Performance Report in their Construction Project Administration Manual. They also provide a 

link to a standard spreadsheet for the Contractorôs Past Performance Report. The Contractorôs 

Past Performance Report is used to establish the contractorôs ñFinal Rating Score,ò which is used 

to determine the contractorôs maximum capacity rating.(39) 

Indiana DOT (INDOT) 

INDOT uses a standard form to rate contractors. The instructions include specific guidelines on 

the ratings to be given, and place particular emphasis on communication with the contractor 

throughout the project. Contractors are rated in the following areas: 
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¶ Organization, equipment, and personnel. 

¶ Prosecution of the works. 

¶ General relationships/cooperation. 

¶ Quality of workmanship and materials. 

Interestingly, INDOT also uses the same form to rate subcontractors. The positive and negative 

consequences associated with each rating are noted in the form in terms of positive and negative 

numbers, which trigger investigatory meetings with INDOT to remedy the specific issues.(39) 

Illinois D epartment of Transportation (IDOT) 

IDOT rates contractors on a single form and guidelines for ratings are provided on the form. The 

form consists of two parts: the first part focuses on quality, and assigns a numerical rating to 

different work type categories (from earthwork to electrical to marine construction); the second 

part focuses on execution of the work. The contractor is evaluated for project execution across 

six categories: organization/prosecution of the work, cooperation, traffic control/site preparation, 

Equal Employment Opportunity (EEO)/labor compliance, erosion control, and quality 

control/quality assurance.(41) 

Iowa Department of Transportation (IOWADOT) 

IOWADOT conducts performance evaluations for every contract in excess of $20,000 and for 

each bridge painting contract. The Contractor Evaluation Report needs to be completed for 

contractors and subcontractors. The contractor is evaluated in four areas: organization 

management, work performance, safety practices, and equipment.(42) The referenced document 

does not specify how the performance rating can impact a contractor or subcontractorôs ability to 

continue to bid IOWADOT projects. 

Kansas Department of Transportation (KDOT) 

KDOT uses a relatively simple evaluation form for contractors. The form consists of eight 

categories, in which contractors are rated by both the field office and the district office:(43) 

¶ Work quality. 

¶ Work timeliness. 

¶ Payment of accounts. 

¶ Cooperation with owners. 

¶ Cooperation with the public. 

¶ Public safety. 
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¶ Work site safety. 

¶ Contract compliance. 

Kentucky Transportation Cabinet (KYTC) 

KYTC requires a Contractorôs Performance Report on every project. Both prime contractors and 

subcontractors receive a performance evaluation. Prime contractors receive an annual report and 

a report at contract completion. Subcontractors receive a Performance Report at project 

completion or annually if they undertake a significant amount of work in a given year. The 

Contractorôs Performance rating is reviewed by both a section engineer and a chief district 

engineer. Contractors have an opportunity to appeal the rating within 10 business days. KYTCôs 

Instructions and Guidelines for Contractorôs Performance Report notes that the contractorôs 

average performance rating will be used to determine the Contractorôs Maximum Eligibility 

Amount: ñThe Contractorôs average performance rating (weighted by dollar amount of work 

performed) for the previous year will be used in the calculation of the Contractorôs Maximum 

Eligibility Amount. Utilizing the scores from the Contractorôs Performance Report will provide 

incentive for the Contractor to consistently perform at a high level of quality.ò(44) 

Maine Department of Transportation (MaineDOT) 

MaineDOT has a form posted online for contractor performance evaluation. Contractors are 

rated in seven categories as above standard, standard, or below standard. The seven categories 

are quality of work; subcontractorôs cooperation; environmental; safety; implementation of 

Federal, State, and local procedures and regulations; and procedural/administrative. Several of 

the categories consist of one to six subcategories. No administrative guidelines for completing 

the contractor performance rating were available on the website.(44) 

Maryland State Highway Administration (MDSHA) 

MDSHA provided a copy of their form for rating contractors and subcontractors. The form 

details seven categories and assigns various weights to each as follows:(46) 

¶ Contractor administration, personnel, equipment, partnering and public relations. 

¶ Minority-owned disadvantaged business/DBE/womenôs business enterprise compliance. 

¶ Quality of work. 

¶ Safety. 

¶ Project schedule. 

¶ Erosion and sediment quality assurance (QA) or environmental stewardship. 

¶ Maintenance of traffic QA.  
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Massachusetts DOT (MassDOT) 

MassDOT recently updated its policy through the issuance of an Engineering Directive on  

April 20, 2010. This directive introduced new Contractor Performance Reports for both 

contractors and subcontractors. The Contractor Performance Reports indicate that a deduction in 

the contractorôs maximum amount of work rating is assessed if the rating is below 80 percent or 

if the project was completed late, due to the contractorôs fault. The contractorôs performance is 

evaluated in 9 categories with ratings of between 4 (poor) and 10 (excellent) assigned. Different 

weights are also applied to the individual category ratings. The categories rated and their 

respective weights out of a total of 10 are as follows:(47) 

¶ Workmanship (2.0). 

¶ Safety (2.0). 

¶ Schedule (1.5). 

¶ Home office support (1.0). 

¶ Subcontractor performance (1.0). 

¶ Field supervision/superintendent (1.0). 

¶ Contract compliance (1.0). 

¶ Equipment (0.5). 

¶ Payment of accounts (0.5). 

¶ Contractor project management and administration (0.5). 

Michigan Department of Transportation (MDOT) 

MDOT revised its Contractor Performance Evaluation (CPE) procedure on January 13, 2011. All 

contracts let through the MDOT letting process require a CPE. Both contractors and 

subcontractors are evaluated, and the evaluations are completed in Field Manager. Evaluations 

are completed at the end of each project or annually for multi-year projects. As described in the 

memorandum, contractors are evaluated in the following four prime categories:(48) 

¶ Organization and management. 

¶ Resources. 

¶ Work performance. 

¶ Subcontractor management. 
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Missouri Department of Transportation (MoDOT) 

MoDOT undertakes contractor evaluations in the form of a questionnaire. The questionnaire 

consists of nine sections, with a considerable number of measures included in each. The sections 

are as follows:(49) 

¶ General provisions. 

¶ Earthwork. 

¶ Base and aggregate surfaces. 

¶ Flexible pavements. 

¶ Rigid pavements. 

¶ Incidental construction. 

¶ Structures. 

¶ Roadside development. 

¶ Traffic control facilities. 

Nebraska Department of Roads (NDOR) 

NDOR uses a single form to conduct contractor evaluations. The form consists of nine 

categories, which are evaluated with a rating scale of unsatisfactory, poor, fair, good, excellent, 

and superior. The NDOR construction manual indicates that poor contractor performance ratings 

may be considered when determining the contractorôs bid rating.(50) The construction manual 

also indicates that this form is normally completed within a computer program, although paper 

versions are permitted. The date on this form is November 1978, which indicates that it may be 

an outdated version; an updated version may be available in Nebraskaôs SiteManager. 

New Jersey Department of Transportation (NJDOT)  

NJDOT revised its Contractorôs Performance Evaluations process in June 2011. One unique 

feature of the New Jersey process is the central officeôs ability to promulgate custom evaluations 

for non-typical projects. This is the only instance found of a project-specific performance 

evaluation (not to be confused with project-specific prequalification). This process creates a 

mechanism whereby the evaluation can be directly correlated with the critical areas of 

performance. An example furnished in the document discusses how a project for building a large 

retaining wall requires a much higher degree of CQC to achieve the desired material and 

workmanship quality than an asphalt overlay project. Hence, NJDOT is able to raise the standard 

for a given project without impacting all other current projects. The degree of flexibility that the 

project-specific performance evaluation plans provides gives NJDOT the ability to reward 

excellent performance in project-critical tasks.(51)  
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Ohio Department of Transportation (ODOT-OH) 

ODOT-OH evaluates contractors through a series of questions in four categories. Each question 

is responded to with a rating scale of 1, 5, 8, and 10. The categories are as follows:(52) 

¶ Organization and management. 

¶ Equipment. 

¶ Work performance. 

¶ Subcontractor management. 

Oklahoma Department of Transportation (ODOT-OK) 

ODOT-OK (the Oklahoma Department of Transportation is known as ODOT but is represented 

as ODOT-OK for purposes of this report) uses a Contractor Performance Evaluation Form, along 

with supporting information, and the form is available on their website. The evaluation form 

provides guidance on how to use five numerical ratings to rate contractors. ODOT-OK evaluates 

contractors in the following six areas:(53) 

¶ Quality of work. 

¶ Organization and prosecution of work. 

¶ Cooperation. 

¶ Traffic control and maintenance of traffic. 

¶ Erosion control. 

¶ EEO and DBE and labor compliance. 

Oregon Department of Transportation (ODOT-OR) 

The process to evaluate contractors is described in detail in the Oregon Administrative Rules. 

ODOT-OR evaluates prime contractors annually, and then within 60 days of a projectôs 

substantial completion. (This is termed ñsecond notificationò in ODOT-ORôs materials, and is 

defined as ñthe date on which required construction work, including change order work and extra 

work, has been satisfactorily completed, except for minor corrective work, and the recording of 

daily time charges cease.ò)(54) Contractor performance evaluations are collected and combined in 

a 12 month rolling average. Should a contractorôs performance fall below a score of 80, varying 

degrees of consequences are imposed, with provisions for multiple occurrences of poor 

performance. Oregon evaluates contractors in nine categories; several sub-criteria are examined 

within each category. The evaluation is presented in a questionnaire-type format, and each 

question is answered with a five-point scale. The evaluated categories are as follows:(54) 
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¶ Supervision. 

¶ Progress schedule. 

¶ Quality of materials and workmanship. 

¶ Payment. 

¶ Affirmative action. 

¶ Safety. 

¶ Traffic control. 

¶ Compliance with regulations. 

¶ Major breach. 

Pennsylvania Department of Transportation (PennDOT)  

PennDOT completes all contractor performance evaluations electronically, in a system called the 

Engineering and Construction Management System. The most current contractor performance 

evaluation and the preceding five evaluations are used in a semi-annual determination of the 

Contractorôs Ability Factor. This ability factor is then used to determine the contractorôs 

maximum capacity rating. The Contractorôs Past Performance Report has three main rated 

categories (listed below); each consists of several subcategories. The evaluation is conducted in a 

questionnaire format, with several questions included within each subcategory. The rating scale 

uses decimal numbers less than or equal to 1.00. The following three categories are evaluated:(55) 

¶ Managing the project. 

¶ Managing compliance. 

¶ Managing resources. 

South Carolina Department of Transportation (SCDOT) 

SCDOT has an extensive CPE system. Their system is particularly unusual in that 80 percent of 

the rated categories are objective measures. SCDOT has provisions in their system to address the 

entry of new contractors, whereby these firms are prequalified on the basis of their safety 

records, as expressed by the Experience Modification Rate, which is assigned based on their 

workersô compensation insurance premiums.(56) As performance evaluation data is collected, it is 

integrated into the new contractorôs ratings. SCDOT can choose to create a project-specific 

prequalification by designating a minimum CPS (Contractor Performance Score) required to be 

permitted to bid. Such projects are typically more complex than normal or have some 

requirement that SCDOT deems a justification to restrict the pool of potential bidders to those 

with CPSs that are above the minimum required CPS. The contractor performance evaluation has 

6 categories, each of which can be assigned up to 100 points. The first five scoring categories are 
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all objectively derived from specific performance measures. The different performance measures 

and their respective weights are as follows:(56) 

¶ Safety (15 percent): based on workers compensation claims files. 

¶ On-budget (15 percent): based on the paid amount compared to the bid amount. 

¶ On-time (20 percent): based on how well the contractor met the ñSubstantial Work 

Complete Date.ò 

¶ Quality (20 percent): based on the results of a Quality Management Team audit field 

scores. 

¶ Claims denied (10 percent): based on the percentage of the claim amount denied. 

¶ Assessment by the resident engineer (20 percent): this process consists of a subjective 

evaluation and follows an 18-question questionnaire format. 

SCDOT statistically analyzes the entire population of CPSs for a given year and establishes the 

Contractor Performance Threshold (CPT), defined as the ñCPS below which performance is 

judged to be substandard.ò The yearôs CPT is the point equal to the mean CPS, minus two 

standard deviations. For example, if the mean CPT is 77.9, and the standard deviation of the 

population is 4.4, the CPT will be 69.0. Once set, a contractor whose CPT falls below 69.0 will 

not be allowed to bid on projects that have a minimum required CPS.  

Utah Department of Transportation (UDOT) 

The UDOT Contractor Performance Rating consists of the rating of 40 questions on a scale of 0 

to 10, where 0 indicates non-performance and 10 indicates performance 100 percent of the time. 

The 40 questions included are grouped into 9 categories that are assigned various weightings. 

The categories, with their corresponding weightings, are as follows:(57) 

¶ Quality control/workmanship: 10 percent. 

¶ Safety: 15 percent. 

¶ Work zone traffic control: 15 percent. 

¶ EEO labor compliance: 5 percent. 

¶ Environmental compliance: 10 percent. 

¶ Administration/organization/supervision: 10 percent. 

¶ Partnering: 5 percent. 

  



 

45 

¶ Scheduling: 15 percent. 

¶ Public relations: 15 percent. 

Vermont Agency of Transportation (VTrans) 

VTrans evaluates contractor performance in 11 categories and asks a series of questions in each 

category. The Prime Contractor Project Performance Evaluation is considered in the 

prequalification process by the prequalification committee and is used as the basis from which to 

accept, deny, or modify the number of projects a contractor is permitted to bid on at any given 

time. The evaluated categories are as follows:(58) 

¶ Contract administration. 

¶ Personnel. 

¶ Submittals/certifications. 

¶ Environmental. 

¶ Structures. 

¶ Covered bridges. 

¶ Paving. 

¶ Earthworks. 

¶ Traffic control. 

¶ Incidental construction. 

¶ Safety. 

Virginia Department of Transportation (VDOT) 

VDOT has a contractor evaluation process that consists of monthly interim reports and an 

annual, or final, report. The CPE Interim Report is completed monthly for 48 possible work 

categories. Monthly interim reports are completed for both contractors and subcontractors. 

Several questions are included for each work category and are scored on a scale from 0 to 4. The 

annual or final report consists of several sections, the first two of which relate most specifically 

to the contractor evaluation. The first section of the report combines all of the monthly scores 

from the interim reports. The second section of the report consists of an evaluation of the 

contractor in four categories by the district/area construction engineer. There are several 

questions within each category, which are scored from one to five, and five is the highest score 

possible. VDOT uses these performance evaluations in their prequalification process. The 

consequences for poor performance are laid out in a VDOT directive/memorandum: ña 

contractor/Subcontractor will be removed from the list of qualified bidders if it receives one 
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score below 60 or three scores in a 24-month period below 70.ò(59) The four rated categories are 

as follows:(60) 

¶ Safety. 

¶ Company management of project. 

¶ Environmental. 

¶ Final product. 

Washington State Department of Transportation (WSDOT) 

WSDOTôs contractor performance evaluation system has two evaluation components. The first 

component is the numerical rating of contractor performance in four categories, while the second 

component of the contractor evaluation is comprised of a narrative. The quantitative 

componentôs categories are as follows:  

¶ Administration/management/supervision. 

¶ Quality of work. 

¶ Progress of work. 

¶ Equipment. 

The second component of the contractor evaluation is comprised of a three-part narrative. The 

purpose of this narrative is to furnish factual explanations with specific citations from the project 

record to document both good and poor work. The narrative, qualitative categories are as 

follows: 

¶ General elements. 

¶ Below standard elements. 

¶ Superior elements. 

Contractors with poor performance may be assigned a ñconditional qualificationò status, which 

may limit their bidding ability as follows: ñ[c]onditional qualification of a contractor may be 

affected when the overall performance of the contractor has become less-than-standardéA 

contractor placed in conditional status may be restricted in bidding ability for highway projects 

or other sanctions may be placed in effect.ò(61) WSDOT does have an appeals process for both 

the contractorôs performance rating and for restrictions placed on bidding.(61) 
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West Virginia Department of Transportation (WVDOT)  

WVDOT staff complete a form for contractor performance. The contractor is evaluated in nine 

areas rated as outstanding, satisfactory, fair, or unsatisfactory. The nine categories are as 

follows:(62) 

¶ Workmanship. 

¶ Performance. 

¶ Supervision. 

¶ Coordination. 

¶ Labor. 

¶ Equipment. 

¶ Contractor/engineer relationship. 

¶ Contractor/public relationship. 

¶ Choice of subs and suppliers. 

Wyoming Department of Transportation (WYDOT) 

WYDOT evaluates contractors using a six-level scale and a ñnot applicableò rating option. 

Contractors are evaluated in 10 categories; each category consists of several subcategories. The 

categories are as follows:(59) 

¶ Management and organization of prime work. 

¶ Management and organization of subcontract work. 

¶ Project processes and submittals. 

¶ Working relationship with WYDOT personnel. 

¶ Prosecution of the work. 

¶ QC. 

¶ Traffic control. 

¶ Compliance with work site requirements. 

¶ Cooperation with others/public relations. 

¶ Completion of project. 
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Through contact with State transportation departmentsô staff, it was determined that 10 States do 

not rate contractor performance. These States are Alabama, Arizona, Arkansas, Hawaii, Idaho, 

Minnesota, New Mexico, North Dakota, South Dakota, and Texas. 

United States Department of Transportation (USDOT) 

The USDOT Office of Small Business Bonding Education Program partners with the surety 

industry nationally to encourage small businesses become bondable. Historically, bondability has 

been a challenge for many disadvantaged businesses and this program aims to help businesses 

grow by obtaining or building bonding capacity.  

The USDOT Bonding Education Program proactively encourages small contractors to conduct 

an assessment of the administrative functions of the business to mitigate risks and using the 

surety prequalification process to build a profitable and a sustainable business, and ultimately 

become bondable. This contractor development program is a resource that assists small business 

chief executive officers to not only achieve capacity building goals; it connects federal technical 

resources to state transportation projects, and increases the pool of viable DBE contractors 

available in the market.  

REVIEW OF STATE CONT RACTOR BIDDING PROCE DURES 

Most States (45 of 50) require that performance bonds be used in conjunction with other 

contractor eligibility evaluation methods. Most States also require that performance bonds be 

secured for contracts over a specific dollar amount, typically $25,000, although the minimum 

contract amount ranges from any dollar value (in California) to much higher values (in Indiana, 

where the minimum is $200,000). The dollar amount of the required performance bond also 

varies by State, ranging from a percentage of the contract amount to the full contract amount. 

Performance bonding requirements may also extend to subcontractors.(18) 

Several States do not always require performance bonds for the full value of the project. FDOT 

requires that the secured performance bond value be equal to the contract price, except for 

contracts greater than $250 million (an amount in excess of which is generally too great for a 

single performance bond to be issued), or if the State otherwise finds that a bond in the amount 

of the contract is not reasonably available, in which case the bond amount will be set at the 

largest amount reasonably available. For contracts greater than $250 million, the State 

transportation department can use a combination of bonds equal to a portion of the contract 

amount, along with an alternative means of security applied to the remaining portion, such as 

letters of credit, U.S. bonds and notes, parent company guarantees, and/or cash collateral to 

replace bond requirements.(18)  

For design-build contracts, States need to include the cost of design and other non-construction 

services in the bond amount in order for the bond to be conditioned on performance of those 

services and for the persons who perform those services to be protected by the bond. In Illinois, 

the Public Construction Bond Act requires only one bond for the completion of a contract; this 

includes performance, payment, subcontractors used, and all labor performed. In Louisiana, the 

performance and payment bond needs to be issued either by a U.S. Treasury, a listed bonding 

company, or by a Louisiana insurer with a Bestôs credit rating of ñA-ò or better.(18) 
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According to the survey reported on in the effectiveness report, most States (28 of the 41 

surveyed) require a 100 percent performance bond on projects. A review of State procurement 

laws found that only five States, Arkansas, Connecticut, Oregon, Vermont, and Wisconsin, do 

not always require some type of performance bond on projects. In each case, a performance bond 

may be waived or the contractor may provide a substitute type of security, such as a cashierôs 

check for 100 percent of the contract amount.(18) 

REVIEW OF BONDING CO STS 

Determining a generalized cost of performance bonds is not a particularly straightforward task. 

The surety industry rates each contractor individually, in the context of a specific contract, and 

develops a separate premium for each individual project performance bond. Hence, it is nearly 

impossible to generalize or infer a specific cost for the bonding of a given project. A work 

written by Peurifoy and Oberlender, provides the following guidance:(63) 

All government agencies and many private owners require a contractor to furnish a 

performance bond to last for the period of construction of a project. The bond is furnished by 

an acceptable surety to ensure the owner that the work will be performed by the contractor in 

accordance with the contract documents. In the event a contractor fails to complete a project, 

it is the responsibility of the surety to secure completion. Although the penalty under a 

performance bond is specified as 25, 50, or 100 percent of the amount of the contract, the 

cost of the bond is usually based on the amount of the contract and duration of the project. 

The cost of a performance bond varies based on a number of factors, but is primarily based on 

the capacity of the contractor to perform the work and the financial stability of the contractor. 

Table 6 lists the average performance bond costs in 2002, as provided by Peurifoy and 

Oberlender in their analysis of the subject, and shows bond costs as a range in cost in terms of 

dollars per $1,000 of project value.(63) When these costs are translated to percentages of project 

value, the bond costs range from 0.65 to 1.2 percent for Heavy Civil projects. 

Table 6. Representative costs of performance bonds per $1,000.(63) 

Project Size 

Building Projects 

($/$1,000 of project value) 

Heavy Civil Projects 

($/$1,000 of project value) 

First $500,000  $14.40 $12.00 

Next $2 million  $8.70 $7.50 

Next $2,500,000  $6.90 $5.75 

Next $2,500,000 $6.90 $5.25 

> $7,500,000 $5.75 $4.80 

 

Means Construction Cost Data (Means), a well-recognized source of construction costs for 

project estimation, provides percentage values for performance bond costs. In Meanôs 

construction data book for Heavy Construction, the cost of bonds for Highways and Bridges is 

listed as a range from 0.4 to 0.93 percent of total contract value.(64) A thesis on the cost 

effectiveness of performance bonds, written by Lorena Myers of the University of Florida in 

2009, collected State construction data from September 2007 to September 2009. As part of this 

study, the SFAA reported that the cost of performance bond premiums on projects typically 
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ranged from 2 percent of total contract cost for small projects (i.e., those valued at less than 

$100,000) to 0.5 percent for very sizeable projects (i.e., those valued at more than $50 million). 

Table 7 shows one-time performance bond premiums for different ranges of contract amounts, as 

reported by the SFAA. 

Table 7. State transportation department construction performance bond rates.(11) 

Contract Amount 

Performance Bond 

Premium 

Project Size 

Category Percent 

$100,000 $1,200ï$2,500 < $1 million 2.50 

$1 million $7,700ï$13,500 
$1 millionï< $10 

million 
1.35 

$10 million $56,950ï$81,000 
$10 millionï< $50 

million 
0.81 

$50 million $206,475ï$341,000 > $50 million 0.68 

 

Myersô thesis also provided data for 19,135 construction projects for 30 States, shown in table 8, 

and found that the 2007 to 2009 U.S. national average of bond premiums was 1.139 percent. 

Surprisingly, only six States reported contractor defaults between 2007 and 2009: Alabama, 

Georgia, Idaho, Mississippi, South Carolina, and Texas. For these States, there were a total of 

10 defaulted contractors over 34 projects, while the rate of default was 0 for all other States. The 

benefit-cost analysis concluded that only one State realized a net benefit as a result of using 

secured performance bonds. 

Table 8. State default rates.(11)  

State 

Number of 

Defaults 

Total 

Projects State 

Number 

of 

Defaults 

Total  

Projects 

Alabama 7 631 Michigan 0 1,303 

Alaska 0 187 Minnesota 0 447 

Arizona 0 205 Mississippi 2 392 

Arkansas 0 408 Montana 0 231 

California 0 1,237 New Jersey 0 256 

Colorado 0 326 New Mexico 0 126 

Connecticut 0 134 New York 0 559 

Delaware 0 170 Ohio 0 1,393 

Georgia 19 513 South Carolina 6 681 

Hawaii 0 129 South Dakota 0 292 

Idaho 2 188 Texas 1 1,333 

Illinois 0 2,682 Washington 0 650 

Iowa 0 1,424 West Virginia 0 945 

Kansas 0 643 Wisconsin 0 901 

Maine 0 545 Wyoming 0 204 
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CHAPTER 3ðOVERVIEW OF INDUSTRY  OUTREACH EFFORT  

Four outreach efforts were conducted to obtain feedback from the major parties that are involved 

in the use of construction contract performance bonds. Representative State transportation 

departments, their contractors, and sureties all participated in this outreach effort. The 

representative State transportation departments completed surveys on their use of performance 

bonds, contractor evaluation methods, and views on performance-based prequalification. 

Contractors also completed surveys to provide input on the use of performance bonds and 

performance-based prequalification methods. The SFAA provided overall surety industry data, 

summarized industry practices, and participated in interviews. The final step of the outreach 

effort was the completion of case studies for five State transportation departments. This chapter 

presents each of these efforts and the corresponding results. 

STATE TRANSPORTATION  DEPARTMENT , CONSTRUCTION CONTRAC TOR AND 

SURETY SURVEY/INTERVIEW  RESPONSES 

Survey/Interview Participants 

Six State transportation departments participated in the transportation agency survey: the 

Alabama Department of Transportation (ALDOT), FDOT, Georgia Department of 

Transportation (limited responses were provided), MoDOT, SCDOT, VTrans, and the California 

Department of Transportation (Caltrans). These participants represented small, medium, and 

large transportation agencies and reflected a reasonable geographical cross-section for data 

collection. 

At each State transportation department, one person took primary responsibility for completion 

of the survey, although he or she may have consulted other members of the agency. The 

individuals who participated held a range of positions within their organization, including 

director of construction, State construction engineer, State engineer, assistant State construction 

engineer, and principal transportation engineer. 

Eleven construction contractors responded to a separate contractor survey. Their responses 

reflected a wide range of organization sizes, types, and degrees of focus on State transportation 

department-specific work. At the time of the survey, national firms employed six of the 

participants, while regional firms employed two of them. Of the remaining participants, one was 

employed by a firm that does international work, one was employed by a single State, and one 

was employed by a single locality. 

Five contractors described their typical role on a State transportation department project as that 

of a general contractor and one identified its role as solely that of a subcontractor. The remaining 

five reported that their organization takes on the role of either a general contractor or a 

subcontractor, depending on the project. Nine of the organizations focus primarily on roadway 

work, while two focus on bridge work. 

The majority of the construction contractors stated that their average annual volume of State 

transportation department work exceeds $100 million. Two participants noted a lower annual 

volumeðbetween $6 million and $10 millionðwhile one participant noted an annual volume of 

$1 million to $5 million. 
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Before the surety survey was distributed to a sample of surety companies, the SFAA reviewed it 

and concluded that better industry-wide data and opinions could be obtained from the SFAA than 

from individual companies. The SFAA collects all of the data that State insurance regulators in 

the industry require and is the designated statistical reporting agent for the surety and fidelity 

industries in all U.S. States, except Texas. The information provided by the SFAA and data 

collected by these regulators was used in this research effort. The SFAA summarized industry 

practices and provided quantitative data, where possible, in response to specific written 

questions. SFAA officials and representatives from five surety companies also participated in the 

interviews. 

Survey/Interview Results 

The input from representative State transportation departments, contractors, the SFAA, and 

surety company representatives was assessed as part of an effort to evaluate the benefits and 

costs of performance bonds and performance-based prequalification methods. In order to 

understand all perspective on these tools, a better understanding of State transportation 

department and contractor attitudes was needed. Contractors noted their misgivings about the 

value of performance bonds, given their cost. However, State transportation departments 

expressed hesitation at the idea of abandoning the use of performance bonds. The surety industry 

outlined the benefits of performance bonds during prequalification and construction and 

presented data on the costs of performance bonds. 

A significant number of State transportation departments believed that a performance-based 

prequalification process would improve the quality and timeliness of project delivery and 

enhance State transportation department-contractor relationships. Contractors appeared 

uniformly open to an equitable performance-based prequalification process as a means to 

improve project delivery. Survey responses suggest that performance-based prequalification 

methods can be implemented and/or refined to better emphasize the performance and financial 

factors that are most relevant to effective project delivery. 

The data was collected using two different methods. A small number of State transportation 

departments and contractors were surveyed in detail, the SFAA provided surety information 

from the aggregated data of filings made to State regulators, and several surety companies 

provided additional anecdotal input. This resulted in two very different data sets: a set of 

microeconomic data from a sample of State transportation departments and contractors, which 

may or may not be representative of their populations, as well as a set of macroeconomic data 

from the entire population of sureties. The premiums sureties charge contractors for performance 

bonds are found where the two data sets intersect (i.e., both data sets report upon the same 

statistics). These results are found consistent and do not differ significantly from each other. 

Sureties report premium rates with a mean of 0.64 percent and a standard deviation of 

0.26 percent, while contractors report an average premium rate of 0.70 percent (as shown in  

table 9) with a standard deviation of 0.80 percent. Given that the difference between the two 

means is only 0.06 percent, the hypothesis that both are estimates of the same true mean of the 

population cannot be rejected (all of the sources of the premium rates). 



 

53 

Table 9. Respondent contractor -reported bond rates. 

Project Size 

Low 

(Percent) 

Average 

(Percent) 

High 

(Percent) 

Cost for project bond when bond < $100,000 0.22 1.06 2.5 

Cost for project bond when bond $100,000ï 

$1 million 
0.22 0.99 2.5 

Cost for project bond when bond > $1 millionï

$10 million 
0.22 0.93 2.5 

Cost for project bond when bond > $10 millionï

$50 million 
0.0976 0.70 0.85 

Cost for project bond when bond > $50 millionï

$100 million 
0.475 0.52 0.85 

Cost for project bond when bond > $100 million 0.475 0.52 0.85 

Overall Average 0.79  

 

The data also indicates the following: 

¶ The State transportation department-reported average default rate is 0.69 percent. Applied 

to the combined 2010 reported-letting budget of $6.2 billion for the surveyed State 

transportation departments, this reported default rate would result in $42.8 million worth 

of defaulted contracts across the surveyed State transportation departments. 

¶ Under the current administrative system (illustrated in table 10), State transportation 

departments reject a much higher rate of new applicants (7.6 percent) than renewal 

applicants (0.4 percent). 

Table 10. Respondent State transportation department prequalification rejection rates. 

Prequalification Workload  Low Average High 

Annual number of new prequalification applicants 10 27.5 50 

New applicants rejected (percent of total) 0 7.6 20 

Annual number of renewal prequalification applicants 75 330 570 

Renewal applicants rejected (percent of total) 0 0.4 0 

 

Also, numerous conclusions about the potential benefits and structure of performance-based 

contractor prequalification can be made. In summary, the conclusions are as follows: 

¶ Table 11 shows that both contractors and State transportation departments feel that a 

performance-based contractor prequalification process has the potential to improve 

overall project performance. 
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Table 11. Impact of performance-based contractor prequalification . 

Impacted Project Performance Factor 

Believe Would Improve 

(Percent) 

Contractor  

State 

Transportation 

Department 

Workmanship quality 100 60 

Safety 100 60 

Timely project completion 100 60 

Timely punch-list completion 100 60 

Personnel experience 100 60 

Warranty responsiveness 100 60 

Personnel competence 88 40 

Contractor cooperation with property owners 88 60 

Timely construction submittal 86 60 

Maintenance of traffic 75 60 

Number of claims/disputes 75 80 

Environmental compliance 75 40 

Contractor cooperation with stakeholders 75 60 

Contractor cooperation with public concerns 75 60 

Management of subs 75 NR 

Agency inspection 63 40 

Contractor cooperation with agency 63 80 

Liens 63 NR 

Number of bidders 50 20 

Material quality 50 40 

Number of contractor-requested change orders 50 60 

Achieving DBE goals 25 40 

NR = No Response. 

 

¶ Table 12 indicates that both contractors and State transportation departments rate the 

evaluation of ñcorporate qualificationsò (i.e., qualifications that relate to the experiences 

and qualifications of the contractor organizations) more highly than they rate the 

evaluation of contractorsô programs. 
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Table 12. Respondent State transportation department and  

contractor performance factor rankings. 

Corporate Qualifications 

Ranking of Effectiveness 

Transportation 

Department 

Rank 

Contractor 

Rank 

Past projects performance evaluations of 

contractor 1 2 

Past relevant experience of the contractor 1 1 

Past illegal behavior 1 4 

Qualifications of key personnel 1 3 

Claims history 5 4 

Professional licensing of key personnel 9 9 

Level of subcontracting (amount of work 

subcontracted) 12 12 

Evaluated Programs 

Transportation 

Department 

Rank 

Contractor 

Rank 

Safety plans 6 4 

Environmental plans 7 9 

Traffic control plans 8 9 

Equipment and plant 9 7 

Quality assurance plans 11 7 

Use of DBEs 13 14 

Public communications/public relations 14 12 

 

¶ Table 12 also indicates that both contractors and State transportation departments believe 

past performance, relevant experience, illegal behavior, personnel qualifications, and 

claims history are likely the most critical factors for determining a contractorôs 

effectiveness. 

¶ Table 12 also indicates that the State transportation departments rate past projectsô 

performance evaluations of contractor, past relevant experience of the contractor, past 

illegal behavior, and qualifications of key personnel as the most critical factors, equally. 

¶ Table 13 shows that contractors believe that a marginal contractor has an unfair 

advantage over a well-qualified contractor under the current system, which is reinforced 

by their belief that implementing performance-based contractor prequalification would 

disqualify the marginal contractors from bidding. 
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Table 13. Respondent contractor views on methods of determining project qualification . 

Please Indicate Your Level 

of Agreement with the 

Following Statement: 

Strongly 

Agree Agree Neutral Disagree 

Strongly 

Disagree 

ñPerformance bonds 

guarantee the State 

transportation department 

will award its work to a 

qualified contractor.ò 

2 0 2 2 2 

ñA well-qualified contractor 

cannot compete on a level 

playing field with a 

marginally qualified 

contractor with the same 

bonding capacity.ò 

5 1 2 0 0 

ñIf eligibility to bid was 

based on satisfactory past 

project performance, some of 

my competitors would not be 

eligible to bid.ò 

3 5 0 0 0 

ñI believe a performance-

based prequalification system 

can be established that is 

reasonably objective and 

fair.ò 

2 6 1 0 0 

ñI would support a 

performance-based system if 

there are appropriate appeal 

mechanisms.ò 

2 5 1 0 0 

 Very 

Satisfied Satisfied Neither Dissatisfied 

Very 

Dissatisfied 

Please Indicate Your Level 

of Satisfaction with the 

Bonding Companiesô 

Valuation Process. 

0 5 4 0 1 

 

Numerous State transportation department respondents and all contractor respondents expressed 

the belief that project performance can be quite valuable as an indicator of a contractorôs ability 

to deliver projects in an effective and timely manner. This suggests that improvements in the area 

of performance-based prequalification could benefit the project delivery process. 

While all respondents considered financial factors important to ensuring effective project 

delivery, contractor respondents did not appear as confident as State transportation departments 

in the role that surety companies play. These differing opinions may be due, in part, to 

misconceptions about the nature of performance bonds and the roles that sureties play in the 



 

57 

evaluation of contractors and the completion of a contract. These possible misconceptions are 

described below. 

First, performance bonds are not insurance. They do not guarantee against non-completion of a 

contract under all conditions, as insurance would (if insurance companies made such a product 

available). Instead, performance bonds come into play only when the contractor has defaulted on 

completion of the contract and is in financial default (i.e., is unable to provide the funds to 

remedy the situation). Performance bonds are more a form of credit than insurance, in that they 

are priced like credit. Sureties go through the same steps to evaluate contractors as banks go 

through to evaluate corporate borrowers, and sureties have the same rights to monitor and 

intervene in the affairs of their contractors as do other creditors. 

Second, suretiesô role as creditors gives sureties a superior ability to assess the financial and 

managerial capacities of contractors over long periods of time and to intervene in the affairs of 

contractors to prevent and avoid defaults. However, the advanced evaluation and intervention 

capabilities are limited by the nature of performance bonds themselves; these bonds do not 

guarantee the quality of work, nor do they guarantee that the full costs to complete a project in 

default will be covered by the performance bond. 

Finally, and most relevant to the objective of improving the quality of contracted construction 

work through the prequalification of contractors, performance bonds give no protection against 

mediocre work. Sureties do not evaluate contractors in terms of the completion of timely, high-

quality work that satisfies State transportation departmentsô expectations. Sureties are unable to 

obtain data from State transportation departments about contractor performance, and even if the 

sureties could and did obtain such data, the low rates of default and the suretiesô limited 

obligations give the sureties little incentive to raise the costs of performance bonds in order to 

incorporate the contractor performance data. 

The surety industryôs responses portray the significant benefits surety companies provide to State 

transportation departments throughout the construction process, which their unique status as the 

contractorsô creditors enables the sureties to provide. State transportation departments seem more 

attuned to the specific advantages of this service than contractors are and consequently appear 

unwilling to abandon the perceived security that performance bonds provide. Contractors have 

greater reservations about this conclusion and feel more strongly that performance-based 

prequalification methods can lead to improved project delivery, possibly even in place of 

performance bonds. 

Analysis of the responses obtained from State transportation departments, contractors, the SFAA, 

and select surety companies suggests that opportunities to standardize and integrate 

performance-based prequalification methods as part of a more comprehensive prequalification 

process should be addressed to improve project delivery. The results provide an initial indication 

of State transportation departmentsô and contractorsô appetites for improvements to the 

prequalification process, as well as an indication of potential areas for improvement, 

supplementation, and consolidation of the contractor evaluation process. Additionally, they 

reinforce the conclusion of NCHRP Synthesis 390 that barriers to performance-based 

prequalification implementation are low among members of the construction industry and that, 

while State transportation departments show little willingness to completely abandon 
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performance bonds, they acknowledge the potential benefits of evaluating contractor project 

performance and using the information in the prequalification process.(17) 

The bond benefit-cost analysis, in part based on the quantitative data detailed above, will be 

presented below. That analysis will integrate the data with indirect costs and additional economic 

factors, where applicable. The benefit-cost analysis and the information provided in this report, 

along with information collected in the literature review, will drive the elements of the 

prequalification model, also provided below. 

OVERVIEW OF THE CASE  STUDIES 

Case studies were conducted with five State transportation departments: Iowa, Oklahoma, Utah, 

Virginia, and Washington State to evaluate the performance-based prequalification model in 

relation to the current prequalification practices of the State transportation departments; to get 

the State transportation department perspective on performance bonds; and gather project data 

for the benefit-cost analysis of both performance bonds and performance-based contractor 

prequalification. 

All of the participants have some form of a performance-based prequalification system in place. 

The level of sophistication varies from reference checks to contractor project performance 

evaluations, and the level of integration of performance-based prequalification into the 

prequalification process also varies. All of the State transportation departments thought that the 

performance-based prequalification model was a good model. However, most indicated that they 

would not drop their current system for the new model because of the costs to replace their 

existing systems. Also, the States with more sophisticated systems already included most aspects 

of the performance-based prequalification model. The case studies indicated that a reduction in 

the value of a performance bond is not an advantage for good performers because the resulting 

change in performance bond premium price is minimal. 

None of the participants could remember a time when a surety got involved in a project before 

the State transportation department requested the suretyôs involvement. The studies also showed 

that the State transportation department would not necessarily know if the surety was involved 

with the contractor before the State transportation departmentôs request. Only two States reported 

any defaults between 2007 and 2011, and each of those States reported one default. Respondents 

from several States mentioned that the benefit of having performance bonds, even though the 

default rate is so low, is the State transportation departmentôs ability to threaten to contact the 

surety if  a contractor is not performing well. This is an effective threat because if the surety is 

informed that a contractor is not performing well, it can impact the contractorôs premium rate on 

the next contract and make the contractor less competitive. None of the participants was 

comfortable eliminating performance bonds. 

During the case studies, several different types of data were collected for the benefit-cost 

analysis. Each State was asked to identify how many full time employees were required to 

administer the performance bond system and the performance-based prequalification system. 

Also, each State was asked to provide contract values for each of the projects that occurred 

between 2007 and 2011, as well as the number of defaults that occurred over the investigated 
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a financial benefit, and yet any costs associated with this purported benefit are included in the 

premium for the performance bond. 

Future Premium Increases 

During the case studies performed with five State transportation departments, it was reported that 

the biggest benefit of having a performance bond during a project is the departmentôs ability to 

threaten to call the surety if the contractorôs project performance does not improve. The 

performance bond premium assigned to a contractor for a specific project is based on the 

financial risk of the contractor. As a result, a contractor does not want the State transportation 

department to report poor performance on an ongoing project to the surety, because such a report 

is likely to impact the suretyôs evaluation of the contractorôs financial risk on future projects, 

which could potentially increase the contractorôs premium rate on future performance bonds. 

This would disadvantage the contractor on future bids.  

After a Claim is Filed 

After a claim is filed, the benefit the State transportation department receives depends on the 

option taken by the surety to remedy the default. Once a project defaults, the surety can pay 

damages to the State transportation department, assume the role of the contractor and complete 

the project, or hire a new contractor to complete the project. The benefits of each option have a 

financial value, and the costs associated with these benefits are included in the premium cost of 

the performance bond. The benefits of each of these options are discussed below. 

Surety Pays Damages 

When the surety elects to pay the damages, it provides the State transportation department with 

capital funds that the State transportation department would have had to obtain from its own 

sources, had the bond not been in place. The amount paid is based on the assumption that the 

financial benefit is equal to the costs to complete the project. However, the amount replaced may 

be less than the amount needed to complete the contract if a contractor has entered default 

partway through construction. Some possible reasons that the amount replaced is less than the 

amount needed include the following: 

¶ The surety is not obligated to pay for repairs to completed, faulty work that the State 

transportation department has already accepted. 

¶ The amount that the State transportation department would have paid to complete the 

contract may be higher or lower than the sum of the unit prices that were bid in the 

contract. 

¶ The amount paid to a contractor, which is the result of front-loaded progress payments 

for items that have not been completed at the point of default, cannot be recovered as part 

of the damages. 

Surety Completes the Project 

When a surety decides to assume the contractorôs responsibility and complete the contract, the 

State transportation department accrues the following two benefits: 
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¶ The contract is completed in less time than it would be if a new contractor were brought 

in, which minimizes delays to project completion and to opening the area to traffic. An 

assumption that this benefit is, in effect, avoidance of the societal cost of construction 

was made and it was assumed equal to the lane rental charges levied by government 

agencies that close public roads for construction purposes. These rates vary by 

jurisdiction, location, and time of day (peak versus off-peak), but typical values are 

approximately $2,000 per day on a $10 million highway construction contract and 

$10,000 per day, or $100,000 per week, on a $100 million highway construction 

contract.(65) 

¶ The contract does not have to be re-bid, and therefore the contract price does not 

increase. An assumption was made that this benefit is equal to the difference between the 

lowest bid and the second-lowest bid, which has been estimated as 7 percent.3 

It is assumed that, together, these benefits result in the completion of a defaulted contract 

approximately 60 days sooner than if a State transportation department had to complete the 

contract on its own. (It is estimated that the State transportation department would require a 

minimum of 60 days to re-bid the uncompleted portions of the contract.) 

Surety Hires a New Contractor 

When the surety takes over a project, the construction contract does not have to be re-bid, and 

therefore, the contract price does not increase. Otherwise, the State transportation department 

would re-bid the project, which typically results in a higher price, because typically the original 

contractor had the lowest bid on the project. This benefit is assumed equal to the difference 

between the lowest bid and the second-lowest bid, which is estimated as 7 percent. 

Defaults occur in the highway industry less the 1 percent of the time. The average default rate for 

five State transportation departments between 2008 and 2010 never reached 1 percent, instead 

ranging from 0.34 to 0.69 percent. This was further validated by default rates between 0 and 

0.55 percent from five additional State transportation department case studies between 2007 and 

2011. Therefore, the default benefit would be equal to the default rate multiplied by the total 

capital program value. In the following benefit-cost analysis, the highest default rate of 

0.69 percent is used. 

Based on the infrequency of defaults (less than 1 percent of the time), defaults are considered a 

statistically random event and cannot be attributed to any particular category of project. As a 

result, State transportation departments reported that the biggest benefit to a performance bond is 

the ability to improve a contractorôs performance by threatening to report poor performance to 

the surety. Reporting poor performance can impact the contractorôs ability to secure a future 

performance bond with that surety; therefore, it is an effective motivator. 

                                                 
    3 The mean of the differences between the lowest bid and second-lowest bid in 128 contracts let in 2010 in 

Alabama, California, Florida, Georgia, South Carolina, and Vermont was 7.3 percent. These 128 contracts were the 

subset of 642 contracts let in those states that were each over $1 million in value and were not repaving contracts. 

The mean difference for all 642 contracts was 8.7 percent and the mean difference for the subset of 292 contracts of 

all types over $1 million was 7.5 percent. 
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PERFORMANCE BOND COSTS 

The total costs of performance bonds that the State transportation department is ultimately 

responsible for are the performance bond premium, passed through by the contractor, and the 

State transportation department administrative costs associated with the management of 

performance bonds. Below is a discussion of the method used to calculate the total performance 

bond costs that are the responsibility of the State transportation department. 

Performance Bond Premium Cost 

The performance bond premium cost results from the premium charged by the surety and the 

percent of the contract value that needs to be bonded, as shown in figure 6. 

 

Figure 6. Equation. Performance bond premium calculation. 

Determining a generalized cost of performance bonds is not a particularly straightforward task. 

The surety industry rates each contractor individually, in the context of a specific contract, and 

develops a separate premium for each individual project performance bond. Hence, it is nearly 

impossible to generalize or infer a specific cost for the bonding of a given project. Peurifoy and 

Oberlender provide the following guidance:(63) 

All government agencies and many private owners require a contractor to furnish a 

performance bond to last for the period of construction of a project. The bond is furnished by 

an acceptable surety to ensure the owner that the work will be performed by the contractor in 

accordance with the contract documents. In the event a contractor fails to complete a project, 

it is the responsibility of the surety to secure completion. Although the penalty under a 

performance bond is specified as 25, 50, or 100 percent of the amount of the contract, the 

cost of the bond is usually based on the amount of the contract and duration of the project. 

The actual performance bond premium rate charged to a specific contractor accounts for the 

contract amount and project duration, as indicated above. The rate also varies based on a number 

of factors, mainly the contractorôs capacity to perform the work and its financial stability. 

Table 15 lists the average performance bond costs in 2002, as provided by Peurifoy and 

Oberlender in their analysis of the subject, and shows bond costs as a range in cost in terms of 

dollars per $1,000 of project value. When these costs are translated to percentages of project 

value, the bond costs range from 0.65 to 1.2 percent for Heavy Civil projects. 

  

ὖὩὶὪέὶάὥὲὧὩ ὄέὲὨ ὖὶὩάὭόά ὅέίὸ 
=  ὖὶὩάὭόά ὖὩὶὧὩὲὸὥὫὩ ×  ὅέὲὸὶὥὧὸ ὠὥὰόὩ 
×  ὖὩὶὧὩὲὸ έὪ ὅέὲὸὶὥὧὸ ὸέ ὦὩ ὄέὲὨὩὨ 
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Table 15. Representative costs of performance bonds per $1,000.(63) 

Project Size 

Heavy Civil Projects 

($/$1,000 of project value) 

First $500,000 $12.00 

Next $2 million $7.50 

Next $2,500,000 $5.75 

Next $2,500,000 $5.25 

> $7,500,000 $4.80 

 

A portion of surety bond costs is fixed and does not decrease as the bonded amount decreases. 

Suretiesô costs are reflected in the bond premium, so that the premium, when expressed as a 

percentage of the amount bonded, will be larger for smaller bonds and smaller for larger bonds. 

This is reflected in the results of the outreach survey of prime highway contractors, which found 

that the price to secure performance bonds ranges from 0.22 to 2.5 percent of the contract 

amount, depending on the projectôs size (see table 16 for details). 

Table 16. Respondent contractor -reported bond rates. 

Project Size 

Low 

(Percent) 

Average 

(Percent) 

High 

(Percent) 

Cost for project bond when bond < $100,000 0.22 1.06 2.5 

Cost for project bond when bond $100,000ï$1 

million 

0.22 0.99 2.5 

Cost for project bond when bond > $1 millionï

$10 million 

0.22 0.93 2.5 

Cost for project bond when bond > $10 millionï

$50 million 

0.0976 0.70 0.85 

Cost for project bond when bond > $50 millionï

$100 million 

0.475 0.52 0.85 

Cost for project bond when bond > $100 million 0.475 0.52 0.85 

Overall Average 0.79  

 

Means Construction Cost Data (Means), a well-recognized source of construction costs for 

project estimations, provides percentage values for performance bond costs. In Meansô 

construction data book for heavy construction, the cost of bonds for highways and bridges is 

listed as a range from 0.4 to 0.93 percent of total contract value.(64) A thesis on the cost 

effectiveness of performance bonds, written by Lorena Myers of the University of Florida in 

2009, collected State construction data from September 2007 to September 2009. As part of this 

study, the SFAA reported that the cost of performance bond premiums on projects typically 

ranged from 2 percent of total contract cost for small projects (i.e., those valued at less than 

$100,000) to 0.5 percent for very sizeable projects (i.e., those valued at more than $50 million. 

Table 17 shows one-time performance bond premiums for different ranges of contract amounts, 

as reported by the SFAA. 
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Table 17. State transportation departments construction performance bond rates.(11) 

Contract Amount 

Performance Bond 

Premium Project Size Category Percent 

$100,000 $1,200ï$2,500 < $1 million 2.50 

$1,000,000 $7,700ï$13,500 $1 millionï< $10 million 1.35 

$10,000,000 $56,950ï$81,000 $10 millionï< $50 million 0.81 

$50,000,000 $206,475ï$341,000 > $50 million 0.68 

 

The surety industry is required to report data to regulators in all 50 States, which includes the 

number of performance bonds that are underwritten and the premiums paid for those bonds. 

Sureties report this data differently from State to State, so data can only be aggregated and used 

nationwide in an approximate fashion. With that caveat, it appears that in 2010 in the United 

States, the surety industry underwrote approximately $170 billion in construction contracts for 

bridges, highways, and airport runways issued by all levels of government, of which 

approximately $60 billion was for resurfacing contracts. The premiums for these bonds appear to 

have been priced at between $300 million and $350 million, which implies that the 2010 

premium rate in this sector was approximately $2.25 per $1,000 of bond amount. Interviews 

conducted with surety company representatives suggest that such a premium is low by historical 

standards, so it is not used as the sole reference point in this review. 

A point estimate, such as the one above, is a weighted average of a non-linear pricing structure, 

as illustrated in table 18 provided by the SFAA.4 

Table 18. Non-linear premium structure in a typical bridge or highway performance bond. 

Bonded Amount 

Total Premium 

$ per $1,000 of Bonded Amount 

First $500,000 $10.80 

$500,000ï$2,500,000 $6.70 

$2,500,000ï$5 million $5.30 

$5 millionï$7,500,000 $4.90 

Above $7,500,000 $4.40 

 

Because the performance bond premium rate is not linear, it is important to not use an overall 

average of all project sizes for the benefit-cost analysis. Also, there is minimal variability of the 

premium rates reported through different avenues; as such, the premium rates and project 

categories shown in table 16 are used for the benefit-cost analysis at the end of this chapter.  

Based on data available online, the percent of the contract value required to be bonded varies 

from State to State, from 25 percent to 100 percent, depending on the size of the project. 

However, only six states do not require 100 percent contract value performance bond. When a 

project is larger than $500 million, the percent of contract value that requires a bond can change 

                                                 
    4 The SFAA is the designated statistical reporting agent for the surety and fidelity industries in all U.S. States, 

except Texas. In these 49 states, the association collects all of the data required by State insurance regulators from 

the industry. 
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because it is difficult for a single company to acquire a performance bond of that amount. As a 

result, a 100 percent contract value is used in the benefit-cost analysis. 

State Transportation Department Administrative Costs of Performance Bonds 

The administrative costs are the costs associated with the additional staffing required to manage 

the performance bond process. The calculation to find this number is shown in figure 7. 

 

Figure 7. Equation. Administrative costs of performance bonds. 

As reported by the five case study State transportation departments, the administrative staff 

required to manage the performance bonds process ranges between 0.5 full time employees and  

1 full -time employee. Using the most costly option, one full -time employee at a fully burdened 

rate of $100/hour, the annual cost to administer the performance bonding process is $104,000. 

Due to the minimal cost compared to the premium cost of performance bonds, the annual cost to 

administer the process is not included in the overall cost of the performance bond process. 

DEFAULT RATE  

The default rate measures the frequency of the occurrence of defaults and is used to measure the 

risk of default. Default rate equals the number of defaults divided by the total number of projects. 

The actual default rate for the industry is not a published number. Also, using default data from a 

single year and/or from a single State transportation department does not account for any 

anomalies and can skew the data. Accordingly, the average default rate was determined based on 

project data from multiple states and multiple years available in literature, and on outreach 

efforts and case studies conducted during this investigation. 

Myersô thesis provided data for 19,135 construction projects for 30 States, shown in table 19.(11) 

Only six States reported contractor defaults between 2007 and 2009: Alabama, Georgia, Idaho, 

Mississippi, South Carolina, and Texas. For these States, there were a total of 10 defaulted 

contractors over 34 projects, while the rate of default was 0 for all other States. The total default 

rate for the entire 30 States is 0.19 percent. The second half of the data was collected as the 

recession hit the United States, which causes an expectation of a higher than normal default rate 

during this time frame. Even with the potential for a higher default rate, due to the recession, the 

default rate is only 0.19 percent. The bigger concern is hiring a contractor for many different 

jobs, which thereby impacts all jobs if  the contractor defaults, as is evidenced by the fact that 

only 10 contractors defaulted during 34 different projects. 

  

ὃὨάὭὲὭίὸὶὥὸὭὺὩ ὖὩὶὪέὶάὥὲὧὩ ὄέὲὨ ὅέίὸ

= έὪ Ὂόὰὰ ὝὭάὩ ὉάὴὰέώὩὩί ×
ὡέὶὯ Ὄέόὶί

ὣὩὥὶ
×
ὅέίὸ

Ὄέόὶ
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Table 19. State default rates.(11) 

State 

Number of 

Defaults Total Projects 

Default Rate 

(Percent) 

Alabama 7 631 1.1 

Alaska 0 187 0 

Arizona 0 205 0 

Arkansas 0 408 0 

California 0 1,237 0 

Colorado 0 326 0 

Connecticut 0 134 0 

Delaware 0 170 0 

Georgia 19 513 3.7 

Hawaii 0 129 0 

Idaho 2 188 1.06 

Illinois 0 2,682 0 

Iowa 0 1424 0 

Kansas 0 643 0 

Maine 0 545 0 

Michigan 0 1,303 0 

Minnesota 0 447 0 

Mississippi 2 392 0.51 

Montana 0 231 0 

New Jersey 0 256 0 

New Mexico 0 126 0 

New York 0 559 0 

Ohio 0 1,393 0 

South Carolina 6 681 0.88 

South Dakota 0 292 0 

Texas 1 1,333 0.075 

Washington 0 650 0 

West Virginia 0 945 0 

Wisconsin 0 901 0 

Wyoming 0 204 0 

 

During the outreach effort conducted with State transportation departments, the average default 

rate between 2008 and 2010 of five of the responding State transportation departments never 

reached 1 percent, but instead ranged from 0.34 to 0.69 percent (see table 20 for details). The 

highest default rate, 0.69 percent, occurred in 2010, though the annual default rate increased 

from 2009ôs rate at only two of the State transportation departments. 
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Table 20. Contractor respondent default rates (2008ï2010). 

 Low Average High Total 

Default 

Rate 

(Percent) 

2010 Letting budget  

($ millions) 
$150 $1,242 $2,507 $6,208 N/A 

Number of 2010 projects let 100 378 604 1,891 
0.69 

Number of 2010 defaults 0 3 7 13 

Number of 2009 projects let 150 408 628 2,038 
0.34 

Number of 2009 defaults 0 2 3 7 

Number of 2008 projects let 100 337 633 1,684 
0.36 

Number of 2008 defaults 0 2 4 6 

Average 0.46 

Note: Includes Alabama, California, Florida, South Carolina, and Vermont. 

N/A = Not Applicable. 

 

Five case studies performed as part of this research gathered project data between 2007 and 

2011. Of the five States, only one had a default that respondents could remember during this time 

frame. Again, the average default rate was less than 1 percent and ranged between 0 and 

0.21 percent, as shown in table 21. 

Table 21. State transportation department case study default rates (2007ï2011). 

State Number of Defaults 

Total Number of 

Projects 

Default Rate 

(Percent) 

Iowa 0 3,980 0 

Oklahoma 0 974 0 

Utah 0 912 0 

Virginia 0 1,811 0 

Washington 1 481 0.21 

 

Last, the surety industry underwrote approximately 85 percent of the bridge and highway 

construction that all levels of government undertook in 2010, but this represented only 

approximately 9 percent of the surety industryôs underwriting across all sectors. Similarly, 

public-sector bridge and highway construction accounted for only 15 percent of the construction 

sectorôs $1.09 trillion  output5 in the United States during 2010. The surety industry wrote  

$3.5 billion of performance bonds in that year, which, at an average premium of 0.64 percent, 

suggests that during a typical year, more than half of the construction efforts in the United States, 

both public and private, are covered by performance bonds. 

As seen by the above data, defaults occur in the highway industry less than 1 percent of the time. 

Thus, defaults are considered a statistically random event that cannot be attributed to any 

                                                 
    5 U.S. Bureau of Economic Analysis, Annual Industry Accounts, Gross Output by Industry. 
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particular category of project. In the following benefit-cost analysis, the highest average default 

rate of 0.69 percent is used to maximize the benefits of performance bonds. 

PERFORMANCE BOND BENEFIT -COST ANALYSIS 

The benefit-cost analysis of performance bonds is based on the above performance bond cost 

analysis and the performance bond benefit analysis. Because the performance bond cost varies 

by project size, the benefit-cost analysis has been conducted for five different project size 

categories. The cost of the performance bond is the contract value multiplied by the average 

performance bond premium percentage, as shown in figure 8. 

 

Figure 8. Equation. Performance bond cost calculation. 

Using the upper limit of each project size category, the associated performance bond costs are 

shown in table 22. 

Table 22. Performance bond costs by project size. 

Project Size 

Average 

Performance 

Bond (Percent) 

Performance 

Bond Cost 

< $100,000 1.06 $1,060 

$100,000ï$1 million 0.99 $9,900 

$1 millionï$10 million 0.93 $93,000 

$10 millionï$50 million 0.70 $350,000 

$50 millionï$100 million 0.52 $520,000 

> $100 million 0.52 $520,000 

 

The most common remedy for a highway project construction default is for the surety to take 

over the project; this remedy also provides the highest benefit to the State transportation 

department. A default rate of 0.69 percent is used unilaterally in the benefit calculations because 

it was the highest average default rate identified by the research. The benefits result from the 

costs of default avoided by the State transportation department: expected cost of default, 

completion of contract at original cost, and completion of contract on schedule. The expected 

cost of default avoided by the State transportation department is equal to the default rate 

multiplied by the project value, shown in figure 9. 

 

Figure 9. Equation. Avoided default cost calculation. 

ὖὩὶὪέὶάὥὲὧὩ ὄέὲὨ ὅέίὸ= ὃὺὩὶὥὫὩ ὖὩὶὪέὶάὥὲὧὩ ὄέὲὨ % ×  ὅέὲὸὶὥὧὸ ὠὥὰόὩ 

ὃὺέὭὨὩὨ ὅέίὸ έὪ ὈὩὪὥόὰὸ= ὈὩὪὥόὰὸ ὙὥὸὩ ×  ὅέὲὸὶὥὧὸ ὠὥὰόὩ 
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The avoided cost of re-bidding the defaulted contract is equal to the contract value multiplied by 

the default rate and the assumed increase in costs that result from a re-bid of 7 percent, shown in 

figure 10. 

 

Figure 10. Equation. Avoided cost of re-bid calculation. 

The avoided cost of additional delay due to default is equal to the days saved multiplied by the 

daily delay rate and the default rate, shown in figure 11. For projects less than $1 million, it was 

assumed that the delay would be 30 days at a daily rate of $1,000. Projects between $1 million 

and $10 million were assumed to have 60 days of delay at a daily rate of $5,000. Projects greater 

than $10 million were assumed to have 60 days of delay, at a daily rate of $10,000. 

 

Figure 11. Equation. Avoided delay calculation. 

The total benefit of a performance bond received by the State transportation department is equal 

to the sum of the above three benefits, shown in figure 12. 

 

Figure 12. Equation. Total performance bond benefit calculation. 

Table 23 provides assumptions for the performance bond benefit analysis. Table 24 uses the 

assumptions in table 23 to provide a summary of performance bond benefits and upper limit of 

the project size category for the contract value in the calculations. 

Table 23. Assumptions for the performance bond benefit analysis. 

Project Size 

Average 

Performance Bond 

Premium (Percent) 

Number of 

Days Saved 

Cost per 

Day Saved 

Cost to Re-bid 

(Percent of 

Contract) 

< $100,000 1.06 30 $1,000 7 

$100,000ï$1 million 0.99 30 $1,000 7 

$1 millionï$10 million 0.93 60 $5,000 7 

$10 millionï$50 million 0.70 60 $10,000 7 

$50 millionï$100 million 0.52 60 $10,000 7 

> $100 million 0.52 60 $10,000 7 

 

  

ὃὺέὭὨὩὨ ὅέίὸ έὪ ὙὩὦὭὨ= 7%  ×  ὅέὲὸὶὥὧὸ ὠὥὰόὩ ×  ὈὩὪὥόὰὸ ὙὥὸὩ 

ὃὺέὭὨὩὨ ὛὧὬὩὨόὰὩ ὈὩὰὥώ ὅέίὸ
= # έὪ Ὀὥώί ὈὩὰὥώὩὨ ×  ὈὥὭὰώ ὈὩὰὥώ ὙὥὸὩ ×  ὈὩὪὥόὰὸ ὙὥὸὩ 

Ὕέὸὥὰ ὄὩὲὩὪὭὸ= ὃὺέὭὨὩὨ ὅέίὸ έὪ ὈὩὪὥόὰὸ+ ὃὺέὭὨὩὨ ὅέίὸ έὪ ὙὩὦὭὨ+
ὃὺέὭὨὩὨ ὛὧὬὩὨόὰὩ ὈὩὰὥώ ὅέίὸ  
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